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(1) 

EXAMINING INVESTOR RISKS IN CAPITAL 
RAISING 

WEDNESDAY, DECEMBER 14, 2011 

U.S. SENATE, 
SUBCOMMITTEE ON SECURITIES, INSURANCE, AND 

INVESTMENT, 
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS, 

Washington, DC. 
The Subcommittee met at 9:34 a.m., in room SD–538, Dirksen 

Senate Office Building, Hon. Jack Reed, Chairman of the Sub-
committee, presiding. 

OPENING STATEMENT OF CHAIRMAN JACK REED 

Chairman REED. I want to call the hearing to order. I want to 
welcome everyone to this hearing on ‘‘Examining Investor Risk in 
Capital Raising.’’ I want to thank my Ranking Member, Senator 
Crapo, for his participation and his support not just in this hearing 
but throughout this legislative session. 

The capital markets today play a vital role in the United States 
economy, providing capital to small and large companies to fund 
the search for new ideas, to develop new products, and ultimately, 
and very importantly, the hiring of new workers. Spurring the 
growth of American business and job creation is an important as-
pect of this Banking Committee and our responsibilities. 

The recent financial crisis has had a devastating effect on our 
economy. With a fragile economy and continued high unemploy-
ment, directing the flow of capital to enterprises that will improve 
the economy and put people to work is vitally important. However, 
we must not forget that gaps in regulation and transparency con-
tributed to the enormous losses caused by the financial crisis. 

Earlier this year, Mary Schapiro, the Chairman of the Securities 
and Exchange Commission, announced that the SEC was taking a 
fresh look at the rules for companies raising capital from investors. 
Chairman Schapiro also formed the Advisory Committee on Small 
and Emerging Companies in September to look for ways to make 
capital formation for small and emerging companies more efficient 
and effective. 

In January, the Administration formed Startup America to in-
spire high-growth entrepreneurship throughout the Nation. 

In March the Treasury Department held an Access to Capital 
Conference which led to the formation of the independent IPO Task 
Force. The task force report was released in October and will be 
part of our discussion today. 
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In addition to these initiatives, a number of bills have also been 
introduced that seek to improve the flow of capital from investors 
to businesses. Some of the proposals focus on reducing costs, others 
focus on eliminating regulations, and some on creating new para-
digms for raising funds. 

As we seek to improve job growth by examining how to improve 
the process of raising capital, we also, however, need to improve 
the process for protecting investors. Unfortunately, fraud and de-
ception exist in our securities markets, and we have to take effec-
tive steps to minimize both of those unfortunate aspects of the se-
curities markets. 

Clearly, investors face certain risks when contributing capital to 
either small or large companies. Will the investment lose money? 
Can the securities be sold immediately or is there a holding period? 
Are the investments suitable? If the company does well, will the in-
vestor get the share of the profits? Or will the investors be left out 
of the profits because the company left them behind in favor of new 
investors? These are all vital questions that we hope to address 
today. 

Today’s hearing will examine different proposals to update and 
streamline and our capital-raising process. We will focus on how we 
can best protect investors and on finding an appropriate balance 
between improving the ability of small and large companies to ac-
cess capital and providing modern and updated investor protec-
tions. I look forward to our witnesses’ testimony this morning on 
all of these important topics. 

Now I will recognize Senator Crapo. 

STATEMENT OF SENATOR MIKE CRAPO 

Senator CRAPO. Thank you very much, Mr. Chairman. I appre-
ciate your holding this hearing. I have for some time now been very 
concerned about the state of capital formation in the United States 
and want to assure that as we develop the proper policies for our 
economy, we make it so that America continues to be the place 
where people come to form capital, and that that can happen not 
only for large but small businesses alike. 

Emerging growth companies seek capital to fund new projects, 
grow their businesses, and compete globally with their innovative 
products and services. When unnecessary regulatory barriers to 
capital formation are removed, everyone wins. Investors enjoy bet-
ter investment opportunities, consumers enjoy better products at 
cheaper prices, and local communities enjoy better employment op-
portunities. 

As the December 1st hearing highlighted, we can do more to ex-
pand economic activity by removing unnecessary restrictions on 
capital formation to enhance access to capital for early-stage 
startups as well as later-stage growth companies. The House re-
cently passed some targeted bipartisan legislation that makes it 
easier for private companies to raise capital by increasing the 500- 
shareholder registration threshold, expanding the scope of Regula-
tion A offerings to $50 million, permitting general solicitation of in-
vestors in Regulation D offerings, and allowing small businesses 
and startups to raise capital from small-dollar investors through 
crowdfunding. 
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Proposals are also being considered to reverse the American IPO 
decline while balancing increased capital market access with inves-
tor protections. Mr. Chairman, as you indicated, the President’s 
Council on Jobs and Competitiveness’ Interim Report and the IPO 
Task Force provide recommendations that could result in a larger 
supply of emerging growth companies going public and increase job 
creation over the long term. The IPO Task Force recommended pro-
viding an on-ramp that would provide emerging growth companies 
up to 5 years to scale up to IPO regulation and disclosure compli-
ance. During this period, emerging growth companies could follow 
streamlined financial statement requirements and minimize com-
pliance costs and be exempted from certain regulatory require-
ments imposed by Sarbanes-Oxley and Dodd-Frank. 

On December 8th, SBA Administrator Karen Mills and National 
Economic Council Director Gene Sperling posted a joint online 
statement about helping job creators get the capital they need by 
passing legislation relating to crowdfunding, Regulation A mini of-
ferings, and creating an on-ramp for emerging growth companies. 

There is strong bipartisan support for these proposals, and I look 
forward to working together with you, Mr. Chairman, and others 
to enact the necessary changed to promote investment in the Amer-
ican job growth sector while protecting investors. 

Thank you. 
Chairman REED. Thank you very much, Senator Crapo. 
Senator Merkley, do you have an opening statement? 
Senator MERKLEY. Thank you, Mr. Chair. I prefer to get right to 

the testimony. 
Chairman REED. Thank you. Let me introduce the panel. 
Our first witness is Professor John Coates. Professor John Coates 

joined the faculty of Harvard Law School in 1997 after 10 years in 
private practice in New York specializing in corporate and securi-
ties law. He was named the John F. Cogan Professor of Law and 
Economics in 2008. He teaches and conducts empirical research on 
corporate and securities law. Thank you, Professor Coates, for 
being here. 

Ms. Kate Mitchell is a cofounder of Scale Venture Partners, a 
venture capital fund located in Silicon Valley, California. She leads 
investments in software companies across the United States, bring-
ing more than 25 years’ experience in technology development, fi-
nance, and general management to her portfolio. Ms. Mitchell was 
the 2010–11 chairman of the National Venture Capital Association 
and remains active in policy matters that impact startups and in-
novation. Thank you, Ms. Mitchell. 

Mr. Barry Silbert is the founder and CEO of SecondMarket. Prior 
to founding SecondMarket in 2004, Mr. Silbert was an investment 
banker at Houlihan Lokey where he focused on financial 
restructurings, mergers and acquisitions, and corporate financing 
transactions. Thank you, sir. 

Mr. Stephen Luparello is the vice chairman of the Financial In-
dustry Regulatory Authority, FINRA. In this capacity, Mr. 
Luparello oversees FINRA’s regulatory operations, including en-
forcement, market regulation, member regulation, and business so-
lutions. Prior to this position, Mr. Luparello served as FINRA’s in-
terim chief executive officer. 
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Mr. Mark Hiraide serves as legal counsel to entrepreneurs in 
small- and mid-sized public companies, assisting them in private 
and public securities offerings. He practice includes defending offi-
cers and directors in civil litigation arising out of securities offer-
ings and prosecuting civil claims on behalf of aggrieved investors. 
He also practices before the SEC and FINRA in regulatory defense 
matters. He entered private practice after having served 8 years as 
an attorney for the Securities and Exchange Commission in both 
the Division of Enforcement and Corporate Finance. 

All of your written testimonies will be made part of the record, 
without objection, and so I would urge you to summarize your re-
marks in a period of about 5 minutes per witness. 

Professor Coates, you may begin. 

STATEMENT OF JOHN C. COATES IV, JOHN F. COGAN, JR., PRO-
FESSOR OF LAW AND ECONOMICS, HARVARD LAW SCHOOL 

Mr. COATES. Chairman Reed, Ranking Member Crapo, and Mem-
bers of the Subcommittee, thank you for inviting me to testify here 
today on this topic. Effective and efficient capital regulation is a 
foundation for economic growth, and it is something that we all 
have a profound interest in. 

I should say at the outset I work as a consultant and as an ex-
pert for all kinds of participants in the securities markets, and I 
do not think any of them have any particular interest in the legis-
lation at issue today, but just so that that is out there, I work for 
large banks, small banks, individuals, everyone. 

In my 5 minutes, I am just going to make a couple of general 
points and then a couple of specific points about the bills. There is 
obviously a lot to cover given the different nature of many of the 
bills on the table. 

The first general point is I think all of the bills ought best to be 
understood not in the way some have cast them as reducing regula-
tion in order to spur growth; rather, they are all efforts to balance 
the cost of raising capital against the cost of capital. That is to say, 
there clearly are costs that regulations impose on entrepreneurs 
who want to raise capital. Simply having to hire a lawyer to know 
what the rules are is a big part of that. But regulation, at least 
well-crafted regulation, can reduce the costs that entrepreneurs are 
charged for the money that strangers give them to run their busi-
nesses. In effect, disclosure, antifraud regulation, the ability to 
verify the information that you are providing and not simply pro-
vide the information, all of those things make it safer and easier 
for strangers to turn their money over and easier for them to re-
duce the price that they are charging for their capital. So, really, 
all of the bills are about growth in both directions, and one impor-
tant, therefore, lesson from that observation is that the bills could 
harm job growth, too. 

The follow-on point to that is that to know for sure how the two 
kinds of costs tradeoff—capital-raising costs going down, capital 
costs potentially going up—you would have to know a lot of things 
that I do not think anyone actually knows, including the SEC, not 
me, I do not think any of the other witnesses that have testified 
in the Banking Committee earlier or are likely to testify today. 
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Here are the kinds of things you need to know: How much more 
fraud is likely to occur as a result of the changes? There will be 
some more. I do not think there is anybody who would dispute 
that. All by itself, that does not mean the changes are bad, but that 
is something you would need to know. 

How much more capital will, in fact, be formed? That is also 
something I think reasonable people could have disagreements 
about each of the different proposals on the table. 

And so when you start putting together the different kinds of 
things you would need to know in order to tradeoff the two kinds 
of costs that are on the table, I do not think anyone can say with 
confidence how this is going to affect job growth. 

Just to restate the point you made at the outset, even market ad-
vocates as fierce as Judge Richard Posner have granted that finan-
cial deregulation can, in fact, cause job destruction, essentially, as 
a result of the financial crisis. So how do you think about these 
bills? They are essentially proposals for experiments, and whenever 
I think about experiments with something as important as the cap-
ital markets, I think they ought to be cautiously adopted. 

And, in particular, I would suggest all of them have attached to 
them a sunset period. If any of them are adopted, you should put 
them in the law for a limited period of time, direct the SEC to fol-
low what is happening on the ground as they are enacted. Then 
you will have the information to be able to evaluate the proposals 
as they are running as an experiment. And then the law should 
end unless the SEC could be able to satisfy itself that the benefits 
are outweighing the costs of the changes. 

So that would be a general suggestion for all of them. Just a cou-
ple quick points on two of them. I do think S. 1933, the IPO bill, 
is the most carefully written and calibrated, cautious of the bills, 
the most likely to do more good than harm. I still think it should 
be sunsetted. The sunset period would need to be several years be-
cause the whole point of the bill is to allow a multiyear phase-in 
to public company status. 

I am frankly a little skeptical that some of the changes will do 
much because I think the downturn in IPOs was not really driven 
primarily by regulation. The downturn started before Sarbanes- 
Oxley and continued even after companies had been exempted from 
Sarbanes-Oxley. Nevertheless, that is not a reason not to try it. I 
think as an experiment it would be a good idea to try. 

On the other hand, I think 1824 raising the 12(g) threshold to 
2,000, is the most risky of the proposals, and just to state one sim-
ple fact, half of the public companies that are providing to 
Compustat could go dark as a result of that one change. I do not 
think the proponents really have thought through whether they 
want to embark on that kind of radical deregulation without much 
careful thought. 

Just one company, Hyatt Hotels, a public float of $1.6 billion, it 
has 504 record holders, so it would be able to go dark immediately. 
I do not think that is the kind of company that the proponents 
have in mind when they are thinking about raising and making it 
easier to comply with the 1934 act. 

Thank you. 
Chairman REED. Thank you, Professor Coates. 
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We have been joined by Senator Toomey. Senator, do you want 
to make a few initial comments? 

Senator TOOMEY. Thanks, Mr. Chairman. I will pass on that. 
Chairman REED. Thank you very much. 
At that point let me now recognize Ms. Mitchell. Ms. Mitchell, 

please. 

STATEMENT OF KATE MITCHELL, MANAGING DIRECTOR, 
SCALE VENTURE PARTNERS 

Ms. MITCHELL. Thank you, Chairman Reed and Ranking Member 
Crapo and Senators. Thank you for the opportunity to speak today 
and for your attention to the issues of capital formation and inves-
tor protection. With research showing that 92 percent of a com-
pany’s job growth occurs after its IPO, restoring access to the pub-
lic markets for emerging growth companies is of national impor-
tance. 

In that spirit, I would like to begin by publicly supporting S. 
1933, the Reopening American Capital Markets to Emerging 
Growth Companies Act of 2011. I believe that this bipartisan legis-
lation will help spur U.S. job creation and economic growth at a 
time when we desperately need both, and it will do so without in-
creasing risk for our country’s investors. 

My support of S. 1933 is an outgrowth of my service as chairman 
of the IPO Task Force, a private and independent group of profes-
sionals representing experienced CEOs, public investors, venture 
capitalists, securities lawyers, academicians, and investment bank-
ers. We came together initially at the Treasury Department’s Ac-
cess to Capital Conference in March that Chairman Reed referred 
to where the dearth of IPOs was discussed at length. 

In response to this concern, we formed a task force to develop 
practical yet meaningful recommendations for restoring effective 
access to the public markets for emerging growth companies. Be-
cause public investors were an integral part of our team, we believe 
that the scaled regulations that we recommend, which S. 1933 re-
flects, strikes the right balance between targeted reform and main-
taining appropriate regulatory safeguards. 

Why do we believe reform is necessary? For the last half-century, 
America’s most promising young companies have pursued IPOs to 
access the additional capital they need to hire new employees, de-
velop their products, and expand their businesses. However, over 
the last 15 years, the number of IPOs has plummeted. From 1990 
to 1996, over 1,200 U.S. venture-backed companies went public on 
the U.S. exchanges. Yet from 2004 to 2010, there were just 324 of 
those offerings. 

A number of analyses suggest that there is no single event be-
hind this decline; rather, the cumulative effect of recent regulations 
along with changing market practices and economic conditions has 
driven up costs and uncertainty for emerging growth companies 
and has constrained the amount of information available to inves-
tors about such companies, making them more difficult to under-
stand and to invest in. 

The Reopening American Capital Markets to Emerging Growth 
Companies Act of 2011 addresses these issues in two crucial ways. 
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First, S. 1933 provides emerging growth companies with a lim-
ited, temporary, and scaled regulatory compliance pathway, or on- 
ramp, that will reduce their costs for accessing public capital with-
out compromising investor protection. This on-ramp period will en-
able emerging growth companies to allocate more of the capital 
they raise from the IPO process toward growth instead of meeting 
compliance requirements designed for much larger companies. That 
means they can use that capital to hire new employees and grow 
their businesses. 

The on-ramp status scales regulations for a small number of ele-
ments and would last only for a limited period from 1 to 5 years, 
depending on the company’s size, and would require full compliance 
as the company matures. In this way, the on-ramp mirrors prior 
SEC regulatory actions that carefully balance the need for capital 
formation and investor protection for the very smallest of compa-
nies. 

Second, S. 1933 addresses the flow of information to investors 
about these small companies. When our task force surveyed emerg-
ing growth CEOs, many of them expressed a concern that the lack 
of available information about their companies would lead to a lack 
of liquidity for their shares. Interestingly, institutional investors 
expressed a similar concern about the dearth of information and 
exposure they had to IPO companies, making it difficult for inves-
tors to make informed investing decisions about these new issues. 

S. 1933 improves the flow of information about emerging growth 
IPOs by allowing investors to have access to research about the 
companies concurrent with their IPOs. The bill provides a way for 
investors to obtain research about IPO candidates while leaving 
unchanged the robust and extensive investor protections that exist 
to ensure the integrity of analyst research reports. 

S. 1933 also permits small companies to test the waters prior to 
filing a registration statement. By expanding the range of permis-
sible prefiling communications to institutional and qualified inves-
tors, the bill would provide a critically important mechanism for 
emerging growth companies to determine the likelihood of a suc-
cessful IPO. This also benefits issuers and the public markets by 
allowing otherwise promising companies to get investor feedback 
and avoid a premature offering. It is important to note that all of 
the antifraud provisions of the securities laws would still apply to 
these communications, and the bill ensures that the delivery of a 
statutory prospectus is still required prior to the sale of securities. 

In all these ways, S. 1933 provides measured, limited relief to a 
small population of strategically important companies with dis-
proportionately positive effects on job growth and innovation. That 
is why I urge the Members of this Committee to support the pas-
sage of this bill. By doing so, we can reenergize U.S. job creation 
and economic growth by helping reconnect emerging companies 
with public capital without compromising investor protection. 

Thank you. 
Chairman REED. Thank you very much. 
Please go ahead, Mr. Silbert. 
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STATEMENT OF BARRY E. SILBERT, FOUNDER AND CHIEF 
EXECUTIVE OFFICER, SECONDMARKET, INC. 

Mr. SILBERT. Good morning, Chairman Reed, Ranking Member 
Crapo, and Members of the Committee. I am grateful for the oppor-
tunity to testify this morning. 

The issues raised in my testimony directly impact startup 
growth, job creation, and American global competitiveness. I am 
here today representing now just my company and our 135 employ-
ees, but also the millions of job-creating entrepreneurs around our 
country. I founded SecondMarket in 2004 to create a regulated, 
transparent, centralized market for alternative investments, in-
cluding stock in private companies. Our unique model allows pri-
vate companies to create liquidity programs for their stock as well 
as control every aspect of the program, such as setting eligible buy-
ers and the timing of trading windows. 

When a company uses SecondMarket to establish a liquidity pro-
gram, we require the company to provide financial disclosures to 
all buyers and sellers in their market. Transparency is a critical 
factor to ensure investor protection, and we believe that all partici-
pants in a company-sponsored program must have access to mate-
rial information in order to make informed investment decisions. 

SecondMarket has become an important part of the capital for-
mation process. By helping companies provide interim liquidity to 
shareholders, we serve as a bridge to an IPO for companies that 
eventually want to go public or as an alternative for companies 
that wish to remain private. 

Up until a decade ago, fast-growing startups followed a very 
similar capital formation path. They raised capital, a few rounds of 
venture capital, and went public in about 5 years. However, the 
capital formation process has evolved over the past decade, and the 
public markets are no longer receptive to smaller companies. It 
now takes companies twice as long, nearly 10 years, to grow large 
enough to reach the public market. As a result, private companies 
are accumulating more shareholders than ever. Thus, I believe that 
Congress should immediately move to modernize the so-called 500 
shareholder rule. 

As you may know, the pay structure at startups generally in-
volves giving employees below-market salaries coupled with stock 
options. These options enable employees to realize the financial up-
side while also enabling the startup to hire top talents. As a result, 
this rule has created a disincentive for private companies to hire 
new employees, raise capital broadly, or acquire other businesses 
for stock as companies fear taking on too many shareholders and, 
thus, triggering the public filing requirement. 

There has been some recent discussion and even some confusion 
regarding the mechanics around counting shareholders for public 
and private companies and the distinction between holders of 
record and beneficial owners. Today the vast majority of securities 
of publicly traded companies are held in ‘‘street name,’’ meaning 
that the names of brokers who purchased the shares on behalf of 
their clients are listed as the holders of record. A broker may own 
stock on behalf of several thousand beneficial owners, but the 
broker is considered as only one holder of record. 
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While this dynamic is applicable to public companies, private 
companies are quite different as they closely manage their investor 
base and typically place restrictions on the sale of shares. Accord-
ingly, they do not want brokers holding stock on behalf of individ-
uals unknown to the company. Therefore, shareholders of most pri-
vate companies directly own the shares and, thus, there is no dis-
tinction between the number of holders of record and beneficial 
owners. Plus, if a private company attempted to use a broker to cir-
cumvent the 500 shareholder rule, the SEC could use the anti-eva-
sion in the Securities Act to require companies to count the bene-
ficial owners as holders of record. 

I believe that all the bills under consideration today are impor-
tant for our country’s entrepreneurs and will improve access to cap-
ital for startups, bolster job creation, modernize and improve in-
vestment protection, and help entrepreneurs pursue the American 
dream. However, I wish to focus on three that warrant immediate 
passage. 

First is S. 1824, which increases the shareholder threshold from 
500 to 2,000 record holders and also excludes employee owners 
from the counts. The bill also contains a provision to allow publicly 
traded community banks to deregister from the SEC if they have 
less than 1,200 record holders. Worth noting, this provision does 
not apply to other publicly traded companies and will not increase 
the instances of companies going—nonbanks going dark. So this 
means that Hyatt could not go dark under this bill, and I would 
encourage Professor Coates to reread the draft legislation. 

There is strong support for this bill across the private sector and 
a multitude of industries. This week, a letter was sent to Congress 
signed by some of the leading American technology entrepreneurs, 
venture capitalists, and angel investors urging immediate passage 
of the bill. And just yesterday, the Progressive Policy Institute, an 
independent think tank, issued a white paper strongly endorsing 
the legislation. 

The next bill is S. 1831, which eliminates the ban against gen-
eral solicitation in the context of private placements provided that 
the purchaser qualifies as an accredited investor. 

And, finally, I fully support S. 1933, which establishes an on- 
ramp for a new category of small issuers to help them go public. 

These complementary bills will make it easier for smaller private 
companies to flourish and grow into large job-creating public com-
panies. The problems facing startups must be addressed, and the 
failure to support these young companies will significantly limit ac-
cess to capital, restrict job growth, stifle innovation, and weaken 
the U.S. globally. 

Thank you. 
Chairman REED. Thank you very much. 
Mr. Luparello, please. 

STATEMENT OF STEPHEN LUPARELLO, VICE CHAIRMAN, 
FINANCIAL INDUSTRY REGULATORY AUTHORITY 

Mr. LUPARELLO. Chairman Reed, Ranking Member Crapo, and 
Members of the Subcommittee, thank you for the opportunity to 
testify today. My name is Steve Luparello, and I am vice chairman 
of the Financial Industry Regulatory Authority, or FINRA. We ap-
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preciate the Subcommittee’s continued focus on improving access to 
capital for startups and small businesses while maintaining protec-
tions for investors. 

The Federal securities laws provide protection to retail investors 
through several mechanisms: antifraud authority, disclosure, regu-
lation of intermediaries, qualification of investors, and market reg-
ulation. These fundamental protections are intended to achieve two 
primary objectives. First, they are designed to protect customers 
from abusive or fraudulent practices. Second, and equally impor-
tant, they are intended to provide the investing public with con-
fidence that market participants will treat their customers fairly. 

In the course of our work, FINRA examines broker-dealer firms 
for compliance with the securities laws, SEC rules, and our own 
rules. That work covers the panoply of business models, products, 
and communications used by broker-dealers. Per this Subcommit-
tee’s request, I will focus my comments on the types of activities 
and scenarios FINRA sees in the area of unregistered securities 
and microcap fraud and the role that oversight of intermediaries 
plays in the fabric of investor protection. 

Given that the current private placement market is a relevant 
analogy to a number of the capital-raising proposals under consid-
eration, we believe our experience with that market may be helpful 
to the Subcommittee. 

The private placement market is an essential source of capital 
for American business, particularly small firms. Regulation D 
under the Securities Act of 1933 provides the most important ave-
nue for a company to privately issue shares. According to one esti-
mate, in 2008 companies intended to issue approximately $609 bil-
lion of securities in Regulation D offerings. 

Private placements are an important source of capital for many 
U.S. companies and are often sold directly by issuers without the 
service of intermediaries. That said, intermediaries often play a 
role, especially when the issuer seeks to reach a broader set of po-
tential investors. In those situations, investors rightly have an ex-
pectation that the intermediary will be objective. 

Throughout our examinations and investigations, FINRA has 
found significant problems in this segment of the market, including 
fraud and sales practice abuses in Regulation D offerings. FINRA 
recently sanctioned a number of firms and individuals for providing 
private placement memoranda and sales material to investors that 
contained inaccurate statements or omitted information necessary 
to make informed investment decisions. 

As a response to these problems, last year FINRA issued guid-
ance to firms reminding them of FINRA’s suitability rule and 
broker-dealer obligations to conduct a reasonable investigation 
prior to recommending Regulation D offerings. The guidance also 
made clear that the requirement to conduct a reasonable investiga-
tion is a duty of the broker-dealer that arises from a long history 
of case law and under FINRA’s just and equitable principles of 
trade. This duty requires the broker-dealer to understand the Reg-
ulation D securities and take reasonable steps to ensure that the 
customer understands their risks and their essential features. 

In October, FINRA filed with the SEC proposed rule amend-
ments specifically to require that firms make basic disclosures 
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about private placements that they recommend to their retail cus-
tomers. Still pending at the Commission, this proposal would re-
quire firms to disclose the anticipated use of offering proceeds, the 
amount and type of offering expenses, and the amount and type of 
compensation to be paid. The proposal would also require notice fil-
ings with FINRA of a broker-dealer’s private placement activities. 

Turning to microcaps, this market consists of issuers that are 
often startup or shell companies whose stock is thinly traded in the 
over-the-counter market. These companies generally are not fol-
lowed by independent financial analysts, and the publicly available 
information about the company may not provide a sufficient basis 
to evaluate the company’s claims about its business prospects. 

FINRA has referred over 500 matters to the SEC in the last 2 
years involving potential microcap fraud. Often fraudulent schemes 
in microcap stocks seek to exploit well-publicized news events or 
trends. We have referred matters to the SEC involving stocks 
linked to China, the gulf oil spill, gold, and clean energy. 

As noted above, Federal securities laws and SRO rules provide 
a variety of protections to retail investors. The legislative proposals 
currently under consideration attempt to build in some or all of 
those mechanisms. We hope that by sharing our experiences in 
dealing with the regulatory challenges in the private placement 
market, we will provide useful insight as the Subcommittee con-
tinues to evaluate the many bills pending relative to this issue. 

We would be happy to continue to work with the Subcommittee 
and its Members as you consider how best to balance the goals of 
providing new opportunities for building capital while protecting 
investors. 

Again, thank you for the opportunity to share our views, and I 
would be happy to answer any questions that you have. 

Chairman REED. Thank you very much. 
Mr. Hiraide, please. 

STATEMENT OF MARK T. HIRAIDE, PARTNER, PETILLON, 
HIRAIDE & LOOMIS, LLP 

Mr. HIRAIDE. Chairman Reed, Ranking Member Crapo, distin-
guished Members of the Committee, thank you very much for the 
opportunity to appear here today to discuss risks in investor capital 
raising. My name is Mark Hiraide. I am a partner with Petillon, 
Hiraide & Loomis in Los Angeles. I am a securities lawyer and, of 
course, I am familiar with the costs associated with raising capital 
that Professor Coates referenced. 

The importance of early-stage capital to our economy and the 
challenges to entrepreneurs in accessing it, even prior to the recent 
economic downturn, has been well documented. In my experience, 
a startup’s first seed capital of investment, the investment between 
$250,000 to about $500,000, is critical to the development of a 
healthy equity market food chain. By that I mean this initial fund-
ing level allows technologies and concepts to be validated or not. 
With such validation, our client entrepreneurs may then move up 
the food chain to be considered by professional venture capital and 
angel investors. I believe that the failure to feed this portion of the 
food chain is in large part responsible for the starvation of the IPO 
market. 
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Now, can the Internet and modern communication technologies 
help close the funding gap? If the current statutory limitations on 
conducting private offerings are eliminated, what are the risks to 
investors? I look forward to answering your questions regarding 
each of the bills being considered by the Committee. However, I 
would like to share my experience that may prove helpful in your 
consideration of the crowdfunding legislation, as this legislation 
has the greatest potential for abuse, along with the risk of going 
dark, which Professor Coates referenced. 

Yes, it is true that one of the bills, S. 1824, relates to increasing 
the 500 shareholder limit under Section 12(g) relating to banks, 
but other legislation being considered would apply that across the 
board to all companies. 

Attempts at utilizing technology to make processes more effi-
cient, in this case the market for seed and early-stage capital, are 
not new. In the early 1990s, as the world was for the first time 
coming online, ‘‘disintermediation’’ was the mantra. Technology 
would cut out the middleman. In the case of the market for early- 
stage capital, however, it did not. 

In 1997, the Small Business Administration’s Office of Advocacy, 
working with the SEC and NASA, launched the Angel Capital Elec-
tronic Network, more commonly known as ACE–Net. It was an 
Internet-based matching service for accredited investors and entre-
preneurs seeking up to $1 million in seed financing. Although 
ACE–Net provided a mechanism through which entrepreneurs 
could conduct a general solicitation of their offering, ACE–Net was 
not successful, in part because sophisticated investors simply did 
not identify investment candidates by searching companies at ran-
dom over the ACE–Net portal. Without an active connection be-
tween entrepreneurs and the investment community, deals did not 
get done. Although today many more people are connected through 
social media, a passive portal or even several of them through 
which an investor may access potentially hundreds of investment 
opportunities may not be the catalyst to spur seed round capital 
formation. 

The old adage that securities are sold, rarely are they purchased, 
especially by nonprofessional investors, was as true in 1997 as it 
was in 1933 and as it is likely true today. We learned that more 
sophisticated individual investors invest when the investment has, 
in some sense, been validated. Although this validation may come 
in the form of participation in the offering by recognized investors, 
most often, it is based on a recommendation from a trusted advisor. 

Yes, the sharing of information by crowds will force entre-
preneurs to answer important questions. However, we cannot ig-
nore that the active involvement of securities professionals, both 
those regulated by Mr. Luparello as well as those unregulated, par-
ticipate in the capital raising process and this is a reality that is 
critical to capital formation. 

Now, if I can just address for a moment the unregulated market, 
in Southern California as well as other places around the country, 
the so-called securities consultants have emerged. Others refer to 
them as boiler rooms. They are a class of unregulated securities 
salespersons who work to develop relationships with individuals, 
many of whom were at home and retired. Although oftentimes the 
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individuals solicited appeared on a list of purportedly prequalified 
investors, in most cases, investors were solicited by telephonic cold 
calls. Eventually, the experienced unlicensed salesperson indeed 
developed a preexisting relationship with the investors as many of 
these investors serially invested in deals offered by the salesperson. 
For the unlicensed securities intermediary, this investor pool 
served as their wellspring, which they continued to tap, generating 
for themselves literally hundreds of millions of dollars in commis-
sions during the Internet boom and beyond. 

I believe the challenge in adopting new legislation to stimulate 
early-stage capital formation is to maintain effective regulation 
over those professionals while not imposing too high a regulatory 
barrier to entry and to ensure incentives are not inadvertently cre-
ated that lead to the formation of unregulated securities markets. 

I look forward to answering your questions. 
Chairman REED. Thank you very much. Thank you all for your 

excellent testimony. 
We will do 7-minute rounds, and if we want to do a second 

round, I think we will have the time. We have a vote at 10:45, I 
am told. 

Thank you all again. One of the conclusions that I think emerges 
from all of your testimony, both written and oral, is that this is a 
multidimensional problem as a result of actions taken over prob-
ably two decades, some intended, some unintended. And I was par-
ticularly struck with Mr. Silbert’s testimony, where he laid out the 
problems in the public stock market: Online brokers, which takes 
the place of the trusted advisor who you knew and was registered; 
decimalization; Sarbanes-Oxley; global research settlement, which 
restricts access to research for these new companies; high fre-
quency trading, which is now 75 percent of the trading, and star-
tling to me, over the past 40 years, the average time the public 
market investor holds stock has dropped from approximately 5 
years in 1970 to less than 3 months today, which essentially sug-
gests that the market is not a place where someone is going to in-
vest in an emerging company, hold it, et cetera. This is just get in 
and get out as fast as you can. And it also raises the question, too, 
given the shock of 2007, 2008, et cetera, of just the public’s appetite 
to invest in the stock market at this time. 

So with all of these factors together, and it goes back to a point 
I think Professor Coates suggested, all this legislation is thoughtful 
and meaningful, but is it going to fix the problem? Is the problem 
much bigger than that? Is it about investor confidence? Is it about 
all the factors Mr. Silbert laid out so graphically? And will this 
have any effect, any of this legislation, or are there much bigger 
problems? And that is sort of a cosmic question, so I will begin with 
Professor Coates and ask all the panelists to respond. 

Mr. COATES. So I think the answer is consistent with what I said 
in my opening remarks, which is I do not know whether all of this 
will do anything. I think, as I indicated, S. 1933, as crafted, is the 
most promising as a way to reduce some of the marginal costs 
faced as a company approaches an IPO. If you think about what 
a company approaching an IPO is wrestling with, they are having 
to adapt their mindset to projecting to a public that they have 
never had to deal with before, and if you add to that having to also 
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completely redo the relationship with their auditor because they 
are going to be subject to Sarbanes-Oxley, I could see that that 
might deter some companies from making that final step. And 
since the effect of the bill would be to delay and not eliminate the 
need to develop a good control system, one that a good, big public 
company ought to have, then I think it is an experiment worth run-
ning, but I do think it is an experiment and it is something that 
ought to be watched carefully. 

I think if you took all of the bills as currently written and passed 
them all, I honestly think collectively they would have the opposite 
effect of what they are all individually intended to do because I do 
think each of them opens the way to different types of potential 
fraud, different types of potential abuse by some people, not all, but 
some. And all it would take is for a significant front-page story 
about a crowdfunded fraud to reap fairly severe damage on the ex-
isting successful business models of companies like Mr. Silbert. 

So that is why I urge caution and I urge that each bill be 
thought about separately and together to think about the possible 
effects, but to sunset whatever you do and have the SEC track 
closely what is going on on the ground. 

Chairman REED. Ms. Mitchell, your comments, please. 
Ms. MITCHELL. I will be quick, and I agree with Professor Coates 

that S. 1933, the nice aspect of that piece of it is that it builds on 
existing regulation, because straying too far away from that, we 
thought, was not appropriate from an investor protection point of 
view. 

The question you asked about is there a bigger issue here, I 
think is a very fair one. Certainly, IPOs are impacted by broader 
economic cycles, such as what is happening in Europe and what is 
happening in credit markets, so there is absolutely no doubt about 
that. 

It is interesting, though. When you looked at the CEO survey 
that we did, and it came out much more strongly than I would 
have expected, over 85 percent of pre- and post-IPO CEOs were 
concerned and felt that the markets were not as friendly as they 
were back in the mid-1990s, the time that we really want to bring 
back, and that reticence, therefore, to want to build a company that 
could go public and take it all that way is what is really hurting 
the economy. 

And again, we do not want to go back to the bubble period of 
2000. I think there were a lot of things about that that were wrong, 
and why this regulatory structure makes sense that we have got 
today and why we want to work within it. But when you go back 
to 1990 to 1995, there were 496 IPOs per year under $200 million, 
and those were small companies. This year, it is 89. Last year, it 
was 120. We have not gotten over 200 in the last decade. So it real-
ly is down. 

Interesting, and it was noted in the IPO Task Force Report, the 
returns for the first year post-IPO exceeds that of the broader mar-
ket. And when we talk to institutional investors across the board, 
their frustration on behalf of their retail constituents, meaning 
pensioneers and the retail investors and their funds, was they 
could not get access to the growth that they were able to in the late 
1980s and 1990s. They like regulated markets because they are 
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more consistent, fair, transparent, and they cannot get the growth 
for their clients, and again, pensioneers and retail customers, that 
they could previously. So—— 

Chairman REED. Thank you. 
Ms. MITCHELL. ——I think both are true. 
Chairman REED. Mr. Silbert, then we are going to get everybody. 
Mr. SILBERT. So thank you for making note of my testimony. I 

think we have got three choices. We can do nothing. We can try 
to fix all the public market’s problems. Or we can make incre-
mental fixes and changes when it makes sense. 

You know, Kate did mention in her testimony that there was not 
one cause of all of this. I think at the end of the day, if you look 
at this as efforts to create jobs, these create jobs. You know, with 
all respect to Professor Coates, in reading his bio, I am not sure 
he has personally created jobs. In talking with technology entre-
preneurs, in talking with angel investors, in talking with venture 
capitalists, they are all behind this. The New York Stock Exchange 
is behind this. Wawa is behind this. Cargill is behind this. 

So at the end of the day, while I would love to have a separate 
conversation with you about the broader public market issues, I 
think specifically as it relates to this legislation for trying to create 
jobs, this is all good for job creation. 

Chairman REED. Mr. Luparello. 
Mr. LUPARELLO. Mr. Chairman, I would quickly align myself 

with your statement about the need to look at the broader issues 
especially around market structure and the secondary market. 
Whether it is around incentives to provide liquidity or disincentives 
to provide liquidity or just fundamental investor confidence based 
on things like high-frequency trading, fixing the front end of the 
market without analyzing the market structure issues that also 
continue to be out there, that seem to be creating barriers to indi-
vidual investors wanting to participate, is essential to get the 
broader look at the picture. 

Chairman REED. Thank you. 
Mr. Hiraide. 
Mr. HIRAIDE. Yes, Senator. After having practiced securities laws 

for 27 years, I agree with Professor Coates’ characterization of the 
bills as largely an experiment, underscoring the need to carefully 
consider the consequences, both intended and unintended. 

I also agree with Professor Coates regarding the cost of accessing 
capital and balancing it against the cost of capital. Increasing 
fraud, increasing loss of investor integrity of the market is going 
to raise costs of capital and impact job growth. 

One comment with respect to this issue of going dark. The going 
dark issue has to do with eliminating the requirement to comply 
with the Securities Exchange Act of 1934, protections such as peri-
odic reporting, insider trading restrictions, other restrictions such 
as those. The issue of going dark is very concerning to me because 
many companies with many large numbers of shareholders will be 
able to go dark. By increasing the limits both to enter the system 
but also to exit the system, it is going to, in my opinion, largely 
increase the number of companies that will not be subject to 1934 
Act reporting, 1934 Act protections, as well as the other protections 
that publicly traded companies are afforded. Thank you. 
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Chairman REED. Thank you. 
Senator Crapo, please. 
Senator CRAPO. Thank you very much, Mr. Chairman. 
I think I would like to explore with the panel this issue of going 

dark a little better so we understand it, because—and I will start 
with you, Professor Coates, and we can let others who want to get 
in on this discuss it. Professor, you indicated that raising the 
shareholder threshold cap to 2,000 would allow more than half of 
the public companies to go dark. 

As I understand it, though, S. 824 would allow a private com-
pany going forward to take advantage of the new provisions, but 
that if a nonbank currently public company wanted to try to 
deregister, they would still be subject, as I understand it, to the 
deregistration requirements of the code. Then they would have to 
meet the current 12(g)(4) requirements that nonbanks must have 
less than 300 record holders before they could deregister. Am I 
missing something there? 

Mr. COATES. No. I think that is absolutely right. The point that 
I was trying to get across was that companies like Hyatt, and just 
to pick another one, Accenture, currently has less than 100. So it 
would not have to comply with the 1934 Act unless it chose to, 
which it has obviously chosen to do. 

But your question is a great question because it points out that, 
currently, the 500 shareholder rule is itself outmoded. That part I 
agree with the proponents of the revisions. But the reason it is out-
moded is because nobody uses recordholders in the way that people 
used to. Almost all new public companies have brokers intermedi-
ating between the ultimate shareholders and the company. And so 
it would not require an intentional fraudulent scheme, as Barry 
was suggesting earlier, to produce the ability of companies to re-
main completely private. It would just be most normal public com-
panies will increasingly be able to remain outside the scope of the 
1934 Act if they choose to by having the intermediaries between 
them. 

Senator CRAPO. So that is prospective, right? 
Mr. COATES. Absolutely, and I assume that is the kind of compa-

nies that Barry is mostly focusing on. I was using Hyatt as an ex-
ample of a very large company as an illustration of the kind of 
company we would not think we would want to be private, with as 
many shareholders as it, in fact, has. 

Senator CRAPO. So then I will let others who want to speak on 
this do so, but if I understand you right, then you are not saying 
that the bill would allow half those currently registered companies 
to go dark. What you are saying is that companies like those 
that—— 

Mr. COATES. Yes. 
Senator CRAPO. —are currently registered would not have to 

comply if the law were changed. 
Mr. COATES. Correct, but I would add one other thing, which is 

that unless the recordholder test is changed to something more 
sensible, like beneficial holders or public float, over time, the com-
panies will, in fact, be able to go dark because they will be below 
300, which is the test that, as you suggest, would prevent them 
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from exiting the system. So there is a problem. It is just not the 
one that is being identified in the bill. 

Senator CRAPO. Mr. Silbert, did you want to respond? 
Mr. SILBERT. Yes. Thank you. So let us separate this into two 

issues. There is the way the bill reads. Just so I think everybody 
is clear, the bill does not allow nonbanks to go private, to go dark. 
There is no change to that. It is still 300. The change is with re-
spect to community banks. 

So on the topic of record versus beneficial owners, as I had men-
tioned in my written and oral testimony, Hyatt or any of these 
folks, they could do it today if they wanted to, if they wanted to 
try to cram their thousands of shareholders into 300 slots. So this 
draft legislation does not affect their ability to do that. 

But as I mentioned before, as well, private companies, 
recordholders equals beneficial. It is really that straightforward. 
We are unaware—I am unaware of any instances where that is not 
the case. It is different in the public market. In the public market, 
there are a lot of benefits to doing it in street name, but there is 
not in the private market. 

Senator CRAPO. Thank you. 
Mr. Hiraide, did you want to—— 
Mr. HIRAIDE. Yes. Thank you, Senator Crapo. I was referring to 

other legislative efforts that I wrote about to reduce the 12(g) limit 
with respect to nonbank companies. But as I understand S. 1894, 
applicable to bank and bank holding companies, it will reduce 
the—increase the 12(g) deregistration from 300 to 1,200 share-
holders. And again, that is shareholders of record, not beneficial 
owners. So all those shares held in street name are not counted. 

The concern I have with going dark, whether it is applied to 
bank or nonbank, is that the company is not subject to, again, the 
stringent requirements of the 1934 Act. As an example, a company 
would be able to go dark, then no longer report to its public share-
holders other than the information that is required by State law, 
which is very minimal. The company could then effect a going pri-
vate transaction. That is, they could cash out minority share-
holders and not be subject to the 1934 Act’s requirement under 
Rule 13(a)(4), which requires very comprehensive disclosure when 
a company goes private, that is, when it cashes out minority share-
holders. 

The 1934 Act requirements require full disclosure, sunshine, 
about all of the conflicts of interest in a cash out transaction. Typi-
cally, you have the majority controlling shareholder cashing out the 
minority. The minority is not able to negotiate, and so the minority 
is forced to accept the price that the majority shareholders deter-
mine is fair. 

Now, the State law, of course, imposes fiduciary responsibilities 
on the directors of the corporation, but the kind of sunshine provi-
sions, as I call them, the disclosure provisions under the 1934 Act, 
the protections that Rule 1383 affords, provides kind of a prophy-
lactic that the transactions will be fair to minority shareholders. 

Senator CRAPO. All right. Thank you. 
Ms. Mitchell or Mr. Luparello, did you want to respond on this 

one? All right. 
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Then my last question, then, I would like to direct to you, Ms. 
Mitchell. I am looking at the ‘‘Rebuilding the IPO On-Ramp’’ report 
and I am looking at the chart that shows the information you pre-
sented about the decline of U.S. IPOs. For some time, we have ac-
tually had on our side a Republican task force on capital markets, 
trying to figure out why we are seeing this precipitous decline in 
the United States and what we can do about it, and I would just 
like to ask you if you could, in terms of your role as a leader in 
this report, just explain what are the various factors that you think 
have led to the decline of our IPOs in the United States from the 
mid-1990s to today. 

Ms. MITCHELL. Well, certainly, and it is interesting, when you 
look, by the way, at the data that is in that report, what you see 
is actually the decline in IPOs begins when a lot of these regula-
tions start to be implemented, which actually even predate Sar-
banes-Oxley, which is 2002 and the late 1990s, electronic trading, 
decimalization, et cetera. And you see the IPOs start to decline, 
particularly small company IPOs as the economy continued to not 
only grow, but, in fact, boom. So you see that while economic cycles 
certainly make a big impact on small companies, these regulations 
have also had a significant impact. 

And when we spoke to CEOs, their perspective on this is that it 
is very daunting. They are concerned that they are unprepared, 
that it takes too much of their capital. If I am a small company, 
every $100,000 I have in front of me—I have duct tape on my car-
pet—every $100,000 in front of me is a choice. Do I hire a new em-
ployee or do I prepare to go public in a market that is uncertain? 
It has become so much more expensive, and they often choose to 
build their company. But that is why we have almost 90 percent 
of the companies today being sold off to larger companies as divi-
sions, which, in fact, serves to reduce jobs, not bring them forward. 

So that is why we went back and said, what can we do to make 
a meaningful impact on that but yet be practical in our approach? 
Let us see what we can do to reduce the cost and improve investor 
communication, but do so in a way that does not disrupt markets, 
as Professor Coates referred to. 

Senator CRAPO. Thank you. 
Chairman REED. Thank you very much. 
Senator Merkley. 
Senator MERKLEY. Thank you, Mr. Chair, and thank you all for 

your testimony. 
I wanted to shift to the crowdfunding issues and specifically how 

we balance the ability to raise substantial sums for small compa-
nies against the accountability and avoid the boiler room challenge 
that was mentioned or ‘‘pump and dump’’ schemes, et cetera. I have 
introduced a bill in partnership with Senator Bennet and Senator 
Landrieu to try to strike a balance, after consultation with a num-
ber of experts, and that is S. 1970. 

But I wanted to specifically start, Mr. Hiraide, with I think you 
have had a chance to look at that. We put in individual limits, per 
person, per company. We set, if folks are more affluent, $50,000 an-
nual income, they can invest larger amounts, 1 percent of their in-
come. More than $100,000, they could invest more. We have left to 
the SEC the ability to regulate the number of individual stock in-
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vestors. You can raise $1 million a year. We have left in account-
ability for the accuracy of the statements that are issued, basic fi-
nancial information that would have to be provided. Those are the 
basic outlines of what we have tried to do to give enough informa-
tion. 

And then, also, we have put in a rapid response fraud clause in 
which every 6 months for the first 2 years, the SEC would do a re-
port, a study of fraud on the crowdfunding activities, and would 
have the power to adopt rules to address issues that come up so 
that we try to be able to respond quickly to making sure that bla-
tant issues are addressed with the viewpoint that confidence, inves-
tor confidence, is extremely important to maintain if this is going 
to be a successful avenue for people to raise funds and successful 
for investors to make money, if you will. Those are the basic out-
lines, but I just wanted to get your thoughts. 

Mr. HIRAIDE. Yes, Senator. I am familiar with all of the 
crowdfunding bills, the bill that was passed by the House as well 
as the two in the Senate, including S. 1970. 

Let me say that I fully support the intent behind the 
crowdfunding bills. However, I share Professor Coffee’s concerns 
that unregistered salespersons may abuse the broker-dealer exemp-
tion set forth in Section 7 of the S. 1791 Senate bill. Unregistered 
salespersons of the sort that I describe, I think, will, with little ef-
fort, satisfy the requirements for the exemption from broker-dealer 
registration in Section 7 of S. 1791. 

On the other hand, S. 1970 that you mentioned adopts a regu-
latory regime for intermediaries that require them to either elect 
to register with the Commission as a broker-dealer or as a newly 
defined funding portal, be subject to several definitional prescrip-
tions. S. 1970 appropriately limits the scope of permissible activity 
of a funding portal by prohibiting it from offering investment ad-
vice, soliciting purchases, compensating employees, agents, or other 
third parties for such solicitation. 

S. 1970 also provides reasonable limits on maximum individual 
investment limits. I think by including an aggregate limit applica-
ble to all crowdfunded investments in addition to dollar investment 
limits per company, S. 1970 addresses a concern known as stack-
ing, whereby an individual investor invests in successive offerings 
but manages to satisfy the requirements of each individual offer-
ing. 

I think, finally, again, with respect to S. 1970, the million dollar 
exemption limit may be adjusted by the Commission to reflect the 
annual change in the Consumer Price Index, and I think if the 
Commission were permitted by rule to increase the exemption 
limit, the exemption, if successful for seed offerings up to a million, 
could be scaled up to cover even a greater portion of the funding 
gap. 

So I do believe that S. 1970, while again keeping in mind that 
all of these bills are experimental efforts, including this one, I 
think S. 1970 does balance the need to facilitate access to critical 
seed capital with important investor safeguards. 

Senator MERKLEY. And you referred to the million dollars as a 
million dollars per year, but I take your point about being scalable. 
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Mr. Silbert, you are immersed in thinking about these kinds of 
issues. Do you have a sense of how some of these different strate-
gies might be striking the right balance or might be missing the 
mark in terms of a reliable crowdfunding marketplace? 

Mr. SILBERT. So the concept of crowdfunding is an exciting one. 
It is one that I think we have seen some initial success with on 
projects. You know, Kickstarter is an example that is used fre-
quently. I am not aware of there being any fraud issues there. I 
also understand that overseas, there are some successful 
crowdfunding platforms. You know, specific kind of safeguards, 
which I agree are incredibly important. I think investor protection 
is very important. 

I cannot comment specifically on what has been suggested, but 
I do think that is, whether it is considered a pilot or what have 
you, it is a very exciting opportunity for us to create additional cap-
ital flows to these small growing businesses. 

Senator MERKLEY. Well, I will look forward to following up with 
you to bring some more specifics and what we have learned from 
the foreign examples which we have been examining. 

Would anyone else like to kick in on this crowdfunding approach? 
Yes. 

Mr. LUPARELLO. I guess I would add that to the extent to which 
the bill focuses clearly on the role of intermediaries and the in-
creased likelihood of fraud, it is focusing on exactly the right 
things. We have concerns in the private placement market that we 
regulate now that intermediaries can play a very helpful role, but 
can also, again, because of that expectation of objectivity, play a 
very destructive role. And looking at the obligations that get placed 
on intermediaries in the crowdfunding space is as important as it 
is in the private placement space that exists right now because 
there will be possibilities for fraud, and that ability to enforce both 
against issuers and intermediaries will be important to ensuring 
that there is no loss of confidence in this effort. 

Senator MERKLEY. One thing we tried to do was leave in—and 
I will just close with this closing comment because my time is up— 
but to require the entrepreneur who is providing the information 
to be accountable for material misstatements or omissions so that 
there is a real direct incentive to be presenting accurate informa-
tion. That is one of the many pieces. 

Thank you, Mr. Chair. 
Chairman REED. Thank you very much. 
Senator Toomey, please. 
Senator TOOMEY. Thanks very much, Mr. Chairman, and thanks 

to all the witnesses for this very helpful testimony. 
I would like to ask a question of Ms. Mitchell about bill 1933, but 

first I just want to comment on the characterization that Professor 
Coates and I think Mr. Hiraide have made about these bills as a 
series of proposals for experiments. 

At least in the case of 1933, certainly, it seems to me that one 
of the central provisions, one of the most important provisions in 
this bill, if not the most important provision, is the fact that it 
would allow these emerging growth companies for a limited period 
of time—so a very small subset of all companies for a limited pe-
riod of time—to simply be relieved of a relatively new regulation, 
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which is 404(b) of Sarbanes-Oxley, which is only about 10 years 
old. So for untold previous decades, while the United States capital 
markets became the largest, deepest, most efficient, most sophisti-
cated, most advanced markets in the history of the world, we never 
had any such regulation during that entire period of time. So to 
suggest that we simply go back to that regime for a brief period 
for a small subset of companies does not strike me as terribly ex-
perimental, but it does strike me as very constructive for the com-
panies that would otherwise be faced with the very, very expensive 
cost of complying with this provision. 

But I had a narrower question for Ms. Mitchell, if I could, which 
is, with respect to this bill, is it your understanding that this bill 
would actually reduce or eliminate the ability of the SEC and 
FINRA to regulate analysts with respect to small companies? Or 
would it, rather, enable the small emerging growth companies to 
simply get the kind of coverage that bigger companies get? 

Ms. MITCHELL. Absolutely. Senate bill 1933 that you sponsored 
absolutely builds on and extends existing regulations. We really 
made a point of wanting to be, again, meaningful but practical. 
And when it comes to investor communications, yes, it modernizes 
it; yes, it allows small companies to have the same ability to com-
municate with investors as large companies do. It does it within 
the context of existing regulations, and SEC and FINRA absolutely 
continue to regulate this market, particularly for research analysts. 

I would also say, by the way, to your comment earlier about 
404(b), I agree. I do not see that as an experiment—you know, cer-
tainly an experiment to recent history, but not our long history; 
and, second, not an experiment if I am Ford Motor Company and 
going public, I get 2 years to comply with 404(b). We are simply 
saying for a smaller company, give me another 3 years. 

So, again, we were looking to do things that really built on exist-
ing regulations to go forward, including investor communication. 

Senator TOOMEY. Thanks. I look at it as giving small companies 
the opportunity to grow into the ability to handle this cost. 

Ms. MITCHELL. Absolutely. 
Senator TOOMEY. Thanks very much for that. I have a couple 

questions for Mr. Silbert, if I could, about bill 1824, because it 
seems to me—and I was hoping you could develop it from the testi-
mony that you provided—that in many ways the limit that we have 
on shareholders now has unintended consequences that curb the 
ability of small companies to grow and prosper and have the unin-
tended effect of making our capital markets less efficient. 

So, for instance, you point out that this limit on the number of 
shareholders under current law makes it harder to compensate em-
ployees, especially prospective employees, with stock options, be-
cause over time options get exercised, you have new shareholders. 
Is that a significant consideration, do you think, for growing com-
panies? 

Mr. SILBERT. Absolutely. The fact that this bill has been charac-
terized as an experiment I do not think is necessarily the right way 
to look at it. It really is updating a rule that was put in place in 
1964, so we are almost 50 years later now. The markets have 
changed. Companies are staying private twice as long as ever. 
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Senator TOOMEY. I acknowledge that. I just want to make a cou-
ple of other points. Just to observe the other ways in which we are 
limiting flexibility and growth in these companies, tell me if you 
disagree. One is the ability of small and growing companies to ac-
quire other companies using their stock as a currency, which I 
know from personal experience can be a very, very important way 
to grow. Do you—— 

Mr. SILBERT. I agree. The ability to buy other companies with 
your stock has not been an option for private companies. 

Senator TOOMEY. So we curtail the flexibility of these companies 
to expand in their marketplace or others. I do not remember seeing 
this in your testimony, but it strikes me that given the shareholder 
limitation, if a company needs to grow and needs access to capital, 
could this have the unintended—the current low shareholder 
threshold, could it have the unintended effect of driving companies 
a little bit on the margin, more toward debt instead of equity? You 
can go to a bank and borrow more money without triggering these 
requirements. 

Mr. SILBERT. I think that probably happens, and I think it is im-
portant to understand that enabling companies to raise capital 
with the institutions and accredited investors on a broader basis is 
going to result in lower cost of capital for those companies. 

Senator TOOMEY. And, Ms. Mitchell, at the end of the day this 
increase in the number of shareholders would, as a practical mat-
ter, allow more—typically accredited investors, and that is who is 
typically making these investments. 

Ms. MITCHELL. Right, right. 
Senator TOOMEY. So these tend to be sophisticated people—— 
Ms. MITCHELL. Absolutely. 
Senator TOOMEY. ——who have the knowledge, the experience, 

and the ability, and the resources to understand what they are get-
ting themselves—— 

Ms. MITCHELL. Some of the same investors that end up investing 
in IPOs are the same investors that this bill refers to as well, and 
it provides flexibility for these companies so that they can time 
their approach to the market when they are ready and when the 
markets are friendly to IPOs. 

Senator TOOMEY. And I welcome any input from anybody on the 
panel, but it seems to me the cumulative value of giving greater 
flexibility in terms of whom you hire and ways that you can com-
pensate potential employees, greater flexibility in how one acquires 
other companies, diminishing unintended consequences such as 
perhaps favoring debt over equity, and the fact that the expanded 
universe would apply mostly to accredited shareholders anyway, I 
think the cumulative effect of these is clearly progrowth and clearly 
encourages the growth of these companies. But I would welcome 
comments from anybody on this. 

Mr. COATES. I have already said I disagree with your last general 
statement, but I will make just one point about the expansion of 
the record holder trigger. It has been referred to frequently as out-
dated. I have not seen anybody articulate why. Unlike the asset 
threshold which has to be adjusted with inflation over time to re-
flect growth in the economy, the 500-shareholder threshold origi-
nally was meant to be a test for the capacity of dispersed share-
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holders who do not know each other, who do not have an ability 
to communicate with each other very easily, and even if they can, 
have a hard time coordinating their action, to use their rights col-
lectively that they have to own the company, their rights as owners 
of the company. And it seems to me that 500 still remains a pretty 
good number for thinking about how difficult it is to organize and 
get people to agree. I think that is roughly the number of people 
in Congress, and Congress sometimes has a hard time getting co-
ordination among itself. And 500, it seems to me like a reasonable 
number to use even today for difficulties of dispersed owners to co-
ordinate their activities. 

Senator TOOMEY. I would just suggest that Congress is dysfunc-
tional for many reasons that might not relate directly to the num-
bers, but I would also suggest the ability to communicate is now 
just unspeakably superior to what it was when this regulation was 
put into effect, and to share information. 

Mr. COATES. With due respect, not about coordinating, for exam-
ple, a proxy fight, a lawsuit, something to enforce one’s rights that 
you have as an investor in a company, those things actually remain 
quite difficult to accomplish. Even for publicly held companies with 
30 institutions, they have a very hard time sometimes getting to-
gether to put pressure on a board to do something that is clearly 
the right thing to do. 

Mr. TOOMEY. I see I am running out of time, but if the other pan-
elists would have a chance to respond, Mr. Chairman, I would ap-
preciate that. Any further comments? 

Mr. HIRAIDE. Yes, Senator. I agree with you completely that hav-
ing stock as currency is very critical to our economy. I would note, 
though, that unless there is a public market for the stock, most in-
vestors are not going to be likely to want to take stock as currency 
unless they have the opportunity to liquidate. 

One other comment about Section 404(b) of Sarbanes-Oxley, and 
I can only share with you my anecdotal experience, but we have 
had—404(b), of course, is the requirement that an outside auditor 
attests to the internal controls of management. We have had the 
requirement on the books since 1977 with the enactment of the 
Foreign Corrupt Practices Act to maintain adequate internal books 
and controls. When Sarbanes-Oxley was enacted, frankly I won-
dered whether or not we needed to have an additional requirement 
to have outside auditors look at the internal controls when the re-
quirements were already on the books. 

Similarly, with SOX’s requirement to make the CEO and CFO 
certify a number of matters that they were already liable for under 
the existing provisions of the 1934 act because they were required 
to sign documents filed with the SEC prior to the enactment of 
SOX. 

But now, after having experienced SOX and counseled companies 
in a number of years since the enactment of SOX, I have to say 
that those requirements of SOX, in my opinion, significantly en-
hanced the accuracy of the financial reporting. For some reason, 
the CFO and the CEO having to sign a certification makes a dif-
ference. Similarly with SOX’s corporate governance provisions re-
garding committee charters, for some reason having the charter, 
having the requirement that the committee actually have a charter 
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that the directors have to sign and read enhances corporate govern-
ance. 

Now, with respect to Section 404(b) in particular, I think initially 
when SOX was first adopted, there was quite a bit of uncertainty 
and costs associated with complying with 404(b), I think primarily 
because it was a completely new requirement. SOX created a com-
pletely new agency, the PCAOB. The PCAOB was enacting com-
pletely new regulations, and so there was a lot of uncertainty after 
SOX’s initial implementation about how to comply. And, yes, it did 
increase very significantly the costs for public companies of com-
plying. But I think those were initial transitional costs. For the 
most part, our clients now understand what the requirements are. 
Again, those requirements have always been on the books. The re-
quirement of 404(b) is simply that the auditors come in and attest 
to management’s assertions about the adequacy of internal control. 
And I have to say that after the experiences with Enron, Adelphia, 
and Tyco, which all occurred before SOX—and, again, while the re-
quirement to have adequate internal controls was on the books, the 
inclusion of the 404(b) requirement, in my opinion, enhances the 
accuracy of financial reporting. 

Senator TOOMEY. Thank you, Mr. Chairman. 
Chairman REED. Thank you, Senator Toomey. 
The questions of all my colleagues have been extremely thought-

ful, and to raise just two general areas that I would like to quickly 
raise, one, Ms. Mitchell, it seems—and I might be grossly 
mischaracterizing it—that the choice for the emerging entrepre-
neurial private company is do I go public or do I sell to a big com-
pany. And we are trying in these various legislative proposals to 
reduce the costs of going public. But I will ask you since you are 
a practitioner. It would seem to me that if someone comes in and 
says, ‘‘I am buying the company, here is a check,’’ that is a pretty 
costless—you know, relatively costless transaction on the part of 
the entrepreneur. Is there any way—I am being a little melodra-
matic—any way you can lower the cost enough with these pro-
posals that that option is no longer attractive? Or I guess alter-
natively, have we found ourselves in a situation now where there 
is not really, given this competing alternative with big companies 
that are going out aggressively buying other companies, that that 
is the reason why the IPO market is not so hot any longer and that 
is not going to be directly affected by what we do or may do? 

Ms. MITCHELL. Well, certainly an M&A transaction can be at-
tractive in the short run, and particularly even to the private in-
vestors that are invested in a small company. The cost of that, 
though, is future growth and job creation. You know, one of my col-
leagues often says, ‘‘Imagine what Seattle would look like without 
Microsoft and what Silicon Valley would look like without Intel.’’ 
And that is really the issue, and entrepreneurs do want to build 
big companies that actually become dominant, large providers. 

One of the interesting things you see actually even in the M&A 
market is there are significantly fewer acquirers because there 
have been no new IPOs. There has been incredible consolidation 
that actually serves to lower that opportunity. And, again, those 
are companies that can even be acquired ex U.S., with, therefore, 
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some of the drain of both jobs and innovation outside our borders 
that we really do not want to have happen. 

Let me also go back to Mr. Hiraide’s comments about 404(b). I 
do not disagree with him in spirit. The bill 1933 that is being pro-
posed in the Senate right now, A, still requires disclosure of mate-
rial weaknesses; B, the CEO and CFO still certify, and they take 
that incredibly seriously. And you saw that in responses to our 
small company survey, they absolutely comply with all corporate 
governance. 

And, again, we are not suggesting that 404(b) does not have 
value, but if Ford Motor Company gets 2 years, a small startup 
should get 4 or 5. 

Chairman REED. And let me raise another general question, too, 
and that is, we have talked a lot about stocks, you know, stock-
holders, the number, et cetera. It seems to me—I mean, the ques-
tion can be raised, this notion of beneficial ownership seems to be 
outdated if you can have a company like Hyatt that has 100 own-
ers—you know, beneficial ownership versus record owner, 100 own-
ers—we had a few days ago a hearing in which Wawa, which is 
very well run, prosperous convenience store operation, is a private 
company, but all their employees are part of some type of stock 
plan, which is one record owner. So there are thousands and thou-
sands of people that actually have an interest in the stock, yet it 
is a private company. 

Do we have to start thinking beyond just these bills in terms of 
definition of beneficial ownership? And I would say also accredited 
investors. Let me ask for Professor Coates’ comment. 

Mr. COATES. Yes, I completely agree with the idea that before 
thinking about where to draw the line, we ought to be drawing the 
line on the right thing. And right now we are drawing the line at 
record holders, which means one thing for a new company and 
means something completely different for a public utility that has 
been around for decades and, therefore, has lots of retail local 
record holders. So we have got both apples and oranges in the way 
we are measuring things, and a record holder in the end is going 
to go away. I mean, by the time we all retire on this panel, it really 
will be a completely meaningless concept. 

So the right thing to do is to think either about beneficial owner-
ship or about public float, which is essentially the same thing but 
related just to market value of the outside ownership. I would use 
that as the test. 

One last point on this that Barry said a couple times, that pri-
vate companies do not have intermediaries owning their stock. 
That may be quite true for lots of private companies. It may be 
completely true for all the companies that he is familiar with. It 
is not true generally for the private company universe. Privately 
held companies that are owned by PE funds, for example, have 
layer upon layer of intermediaries owning the stock of privately 
held companies. And so if you want to think more generally about 
the right way to structure the triggers for Securities Exchange Act 
registration, I think to stick with record owner is a mistake, as you 
suggest. 

Chairman REED. Mr. Silbert, you want to comment? 
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Mr. SILBERT. Yes, thank you. There is an important distinction 
between street name and then whether it is held as a custodian or 
through a fund like Gates, two different concepts. So I completely 
agree. Private company stock is held in lots of different places, but 
it is not held in street name for the purposes of that one broker 
appearing as one record holder on the books. 

Chairman REED. Thank you. Any other comments? 
[No response.] 
Chairman REED. Once again I want to thank the panel for excel-

lent testimony and very thoughtful responses to questions. Your 
testimony has provided us critical insights as we grapple with what 
we recognize as a common challenge, which is to grow jobs here in 
this country, and to use our securities laws to help facilitate job 
growth without endangering investors, because there are two sides 
to every one of these issues, at least. 

If my colleagues have their own written statements or additional 
questions for the witnesses, I would suggest they be submitted no 
later than next Wednesday, December 21st, prior to Christmas. 

I ask unanimous consent to include in the hearing record a sum-
mary of State enforcement actions concerning fraud and capital for-
mation in Internet offerings from the North American Securities 
Administrators Association. 

And also a letter from Jeff Lynn from the Coalition for a Digital 
Economy. Without objection, so ordered. 

The witnesses’ complete testimony will become part of the hear-
ing record. We ask that any additional questions for our witnesses 
be submitted no later than close of business next Wednesday, De-
cember 21st. And the witnesses are asked to respond to any ques-
tions within 3 weeks. I note that the record will close after 6 weeks 
in order for the hearing record to be prepared for printing. 

Thank you again very, very much. With that this hearing is ad-
journed. 

[Whereupon, at 10:55 a.m., the hearing was adjourned.] 
[Prepared statements and additional material supplied for the 

record follow:] 

VerDate Nov 24 2008 12:02 Jan 10, 2013 Jkt 048080 PO 00000 Frm 00030 Fmt 6633 Sfmt 6633 L:\HEARINGS 2011\12-14 EXAMINING INVESTOR RISKS IN CAPITAL RAISING\HEARING\



27 

PREPARED STATEMENT OF JOHN C. COATES IV 
JOHN F. COGAN, JR., PROFESSOR OF LAW AND ECONOMICS, HARVARD LAW SCHOOL 

DECEMBER 14, 2011 

Abstract 
Amid an economic downturn caused in part by financial deregulation, it is odd to 
most people outside the Beltway that Congress should be actively considering (and 
indeed have passed in the House) a raft of proposal for more financial deregulation. 
Yet the politics for both parties require efforts to generate job growth, without 
spending or taxing, and some deregulatory proposals may plausibly do that. The fol-
lowing testimony takes up three themes related to pending proposals to revise secu-
rities laws to (among other things) deregulate widely held but unlisted companies 
and banks, to permit unregistered ‘‘crowdfinancing,’’ and to loosen constraints on 
small public offerings: (1) the proposals under review all raise the same general 
trade-off, which is best understood not as economic growth vs. investor protection, 
but as increasing economic growth by reducing the costs of capital-raising vs. reduc-
ing economic growth by raising the costs of capital; (2) no one can with any degree 
of certainty predict whether any proposal on its own, much less in combination, will 
increase job growth or reduce it, because the evidence that would allow one to make 
that prediction with confidence is not available; and (3) the proposals are thus all 
best viewed as proposals for risky but potentially valuable experiments, and should 
be treated as such—with an open mind, but also with caution and care. A general 
suggestion follows: any proposal should contain a sunset, with the SEC directed to 
study the effects of the proposal during a ‘‘test’’ phase, and authorized to re-adopt 
the proposals if their benefits exceed their costs. Specific comments on each bill are 
contained in Part III of the testimony. [JEL classification: G18, G21, G24, G28, G30, 
G32, G38, K22] 
Introduction 

Chairman Reed, Ranking Member Crapo, and Members of the Subcommittee, I 
want to thank you for inviting me to testify. Effective and efficient securities regula-
tion is a foundation for economic growth, and I am honored to comment on the topic 
of protecting investors in the capital-raising process. 

In Part I of my remarks, I make three preliminary and general points: (1) the 
proposals under review all raise the same general trade-off, which is best under-
stood not as economic growth vs. investor protection, but as increasing economic 
growth by reducing the costs of capital-raising vs. reducing economic growth by rais-
ing the costs of capital; (2) neither I, nor any other witness, nor the SEC, nor any 
third party, can with any degree of certainty predict whether any proposal on its 
own, much less in combination, will in fact increase economic growth or reduce it, 
because the evidence that would allow one to make that prediction with confidence 
is not available; and (3) the proposals are thus all best viewed as proposals for risky 
but potentially valuable experiments, and should be treated as such—with an open 
mind, but also with caution and care. In Part II, I make a general suggestion that 
could be applied to any of the proposals that are adopted that is in keeping with 
the need for cautious and careful experimentation. In Part III, I provide responses 
to specific questions I was asked to address in the invitation to testify, including 
comments on each of the pending bills. 
I. Growth vs. Growth, Uncertainty, and Experiments 

While the various proposals being considered have been characterized as pro-
moting jobs and economic growth by reducing regulatory burdens and costs, it is 
better to understand them as changing, in similar ways, the balance that existing 
securities laws and regulations have struck between the transaction costs of raising 
capital, on the one hand, and the combined costs of fraud risk and asymmetric and 
unverifiable information, on the other hand. Importantly, fraud and asymmetric in-
formation not only have effects on fraud victims, but also on the cost of capital itself. 
Investors rationally increase the price they charge for capital if they anticipate 
fraud risk or do not have or cannot verify relevant information. Antifraud laws and 
disclosure and compliance obligations coupled with enforcement mechanisms reduce 
the cost of capital. 

Each reform bill proposes a different way of achieving growth: lowering offer costs 
but raising higher capital costs (because of fraud risk and asymmetric information). 
Whether the proposals will in fact increase job growth depends on how intensively 
they will lower offer costs, how extensively new offerings will take advantage of the 
new means of raising capital, how much more often fraud can be expected to occur 
as a result of the changes, how serious the fraud will be, and how much the reduc-
tion in information verifiability will be as a result of the changes. 
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1 This assumption is widely believed. For example, one proponent of a crowdfinancing exemp-
tion states, ‘‘Small businesses propose a disproportionate risk of fraud.’’ C. Steven Bradford, 
‘‘Crowdfunding and the Federal Securities Laws’’, Working Paper (Oct. 7, 2011), at 62. But it 
is surprisingly difficult to find hard evidence to back up this claim. Bradford cites Jill E. Fisch, 
‘‘Can Internet Offerings Bridge the Small Business Capital Barrier?’’, 2 J. Small & Emerging 
Bus. L. 57 (1998) and William K. Sjostrom, Jr., ‘‘Going Public Through an Internet Direct Public 
Offering: A Sensible Alternative for Small Companies?’’, 53 Fla. L. Rev. 529 (2001). Fisch relies 
on an SEC Web site that does not provide detailed data, and Sjostrom cites Fisch and Donald 
C. Langevoort, ‘‘Angels on the Internet: The Elusive Promise of ‘Technological 
Disintermediation’ for Unregistered Offerings of Securities’’, 2 J. Small & Emerging Bus. L. 1 
(1998). Langevoort relies on Louis Loss & Joel Seligman, ‘‘Fundamentals of Securities Regula-
tion 301’’ (3d ed. 1995), who rely on Joel Seligman, ‘‘The Historical Need for a Mandatory Cor-
porate Disclosure System’’, 9 J. Corp. L. 1, 34–36 (1983), who relies on the SEC’s 1963 ‘‘Special 
Study’’, which found that of 107 fraud proceedings in 1961 and 1962, 93 percent involved issuers 
not subject to the Securities and Exchange Act of 1934 (1934 Act), i.e., unlisted issuers, and on 
a 1980 GAO report finding that in the 3 years ended 1978, in 142 private placements triggered 
SEC fraud investigations, but the studies do not rigorously compare large and small firm securi-
ties offerings. One more recent set of data consistent with the claim is contained in Tables 11, 
18, and 25 of Appendix I of the Final Report of the SEC’s Advisory Committee on Smaller Public 
Companies, dated Mar. 3, 2006, available at www.sec.gov/info/smallbus/acspc/appendi.pdf, 
which shows that in 2004 and 2005 the percentage of firms with material weaknesses in their 
financial reporting control systems was over 20 percent at firms with less than $75 million in 
market capitalization, as compared to less than 5 percent for firms with greater than $10 billion 
in market capitalization, the percentage of firms with material weaknesses declines almost 
monotonically with market capitalization, and also declines (albeit less consistently) with reve-
nues. See also, ‘‘Separate Statement of Mr. Schacht’’, at 71 Fed. Reg. 11130 (stating ‘‘these small 
firms . . . make up the bulk of accounting fraud cases under review by regulators and the 
courts (one study puts it at 75 percent of the cases from 1998 to 2003),’’ but not providing any 
reference). Compare Jonathan M. Karpoff, D. Scott Lee, and Gerald S. Martin, ‘‘The Cost to 
Firms of Cooking the Books’’, 43 J. Fin. Quant. Anal. 581–612 (2008) (Table 2, showing that 
the incidence of enforcement actions for financial reporting in the period 1978–2002 by firm size, 
and that the number of actions was similar across firm size deciles, based on all firms in the 
CRSP database); Natasha Burns and Simi Kedia, ‘‘The Impact of Performance-Based Compensa-
tion on Misreporting’’, 79 J. Fin. Econ. 35–67 (2006) at 55 (larger firms within the S&P 1500 
over the period 1995 to 2002 were more likely to announce an accounting restatement). 

2 The benefits of securities disclosure regulation are articulated and/or evidenced in, among 
others: Luzi Hail and Christian Leuz, ‘‘International Differences in the Cost of Equity Capital: 
Do Legal Institutions and Securities Regulation Matter?’’, 44 J. Acc’g Res. 485-(2006) (‘‘firms 
from countries with more extensive disclosure requirements, stronger securities regulation and 
stricter enforcement mechanisms have a significantly lower cost of capital’’); Andrei Shleifer and 
Daniel Wolfenzon, ‘‘Investor Protection and Equity Markets’’, 66 J. Fin. Econ. 3–27 (2002); Allen 
Ferrell, ‘‘The Case for Mandatory Disclosure in Securities Regulation Around the World’’, Brook-
lyn Journal of Corporate, Financial, and Commercial Law 81 (2007–2008); Allen Ferrell, ‘‘Man-
dated Disclosure and Stock Returns: Evidence From the Over-the-Counter Market’’, 36 J. Legal 
Stud. 213–51 (2007) (finding that 1964 Securities Acts Amendments reduced volatility and in-
creased returns among OTC firms compared to benchmark NYSE-listed firms); Michael 
Greenstone, Paul Oyer, and Annette Vissing-Jorgensen, ‘‘Mandated Disclosure, Stock Returns, 
and the 1964 Securities Acts Amendments’’, 121 Q.J. Econ. 399–46 (2006) (finding that OTC 
firms subject to new disclosure mandates in the 1964 Securities Act Amendments experienced 
abnormal returns around the passage of the law); cf. Robert Battalio, Brian Hatch and Tim 
Loughran, ‘‘Who Benefited From the Mandated Disclosures of the 1964 Securities Acts Amend-
ments?’’, J. Corp. Fin. (forthcoming 2011) (finding no statistical difference in announcement re-
turns for OTS firms moving to NYSE before or after 1964 Securities Acts Amendments and 
claiming that OTS firms already were disclosing substantial information, but not addressing fact 
that the SEC ‘‘Special Study’’ that led to the 1964 legislation found that many firms were not 
disclosing information, that many of those disclosing information left substantial gaps in the in-
formation, that disclosures that were being made were not adequately enforced, given that Rule 
10b-5 litigation had not developed at the time; the article also inconsistently dismisses nondif-
ferences in NYSE seat prices on the ground that the 1964 legislation was anticipated before its 
adoption, but treats nondifferences in announcement of NYSE-listings before and after the 1964 
legislation as showing the legislation provided no benefit to investors in OTC firms). 

Thus, the proposals could not only generate front-page scandals, but reduce the 
very thing they are being promoted to increase: job growth. Suppose, for example, 
that the incidence of fraud is likely to be higher among issuers that rely on the re-
forms. 1 If so, and if investors cannot distinguish between new, higher-fraud-risk 
issuers from the current flow of lower-fraud-risk issuers, the changes may increase 
the cost of capital for all issuers at a rate in excess of the increase in new offerings 
facilitated by lower offering costs. 2 There is rarely a truly free lunch in this world. 

The reform proposals all present difficult judgments about what will best increase 
job growth—and not a simple choice between generating job growth versus pro-
tecting investors. The trade-offs are highly uncertain, one by one, and even more 
uncertain in combination. Specific ways the proposals risk increasing the cost of cap-
ital to all entrepreneurs are discussed in Part III below. Between them, the SEC, 
the PCAOB, and FINRA already have authority to enact all or nearly all of the pro-
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3 See, Davis Polk Regulatory Tracker, ‘‘Dodd-Frank Progress Report’’ (Dec. 1, 2011), at 4–5. 
4 In 2011, the SEC was allocated $115 million less than its budget request, and was able to 

hire staff for 342 fewer full-time equivalent positions than it sought to do, despite taking in 
more than its request in fees. Compare U.S. Securities and Exchange Commission, FY2011 Con-
gressional Justification (Feb. 2010) (www.sec.gov/about/secfy11congbudgjust.pdf, last visited 
December 11, 2011) at 8–9, with U.S. Securities and Exchange Commission, FY2012 Congres-
sional Justification (Feb. 2011) (www.sec.gov/ about/ secfy12congbudgjust.pdf, last visited De-
cember 11, 2011), at 9–10. 

5 5 U.S.C. §551 et seq. 
6 For example, Goldstein v. SEC, 451 F.3d 873 (D.C. Cir. 2006) struck down a SEC rule re-

quiring registration of hedge fund advisers under Advisers Act); Financial Planning Assoc. v. 
SEC, No. 04-1242 (D.C. Cir. Mar. 30, 2007) struck down a SEC rule exempting broker-dealers 
from Advisers Act despite receiving ‘‘special compensation’’ if ‘‘incidental’’ to brokerage; PAZ Se-
curities, Inc. v. SEC, No. 05 1467 (D.C. Cir. July 20, 2007) struck down an SEC order affirming 
expulsion of a NASD-member firm and barring its president from the securities industry for fail-
ing to comply with various examination requests; American Equity Investment Life Ins. Co. v. 
SEC, 613 F.3d 166 (D.C. Cir. 2010) struck down a rule treating a new class of annuities as secu-
rities; Chamber of Commerce v. SEC, 412 F.3d 133 (D.C. Cir. 2005) struck down a rule man-
dating proportion of independent directors on mutual fund boards. 

7 The D.C. Circuit’s recent decision striking down the SEC’s ‘‘proxy access’’ rule is a case in 
point. Business Roundtable v. SEC, 647 F.3d 1144 (D.C. Cir. 2011). Despite the SEC having de-
bated the issue for over a decade, developed an extensive public record before enacting Rule 14a- 
11, and adopted the rule under the explicit authority and implicit direction of Congress in Sec-
tion 971 of the Dodd-Frank Act, a panel of the D.C. Circuit struck the rule down as ‘‘arbitrary 
and capricious’’ on the ground that the 25 single-spaced pages devoted to cost-benefit and re-
lated analyses in the adopting release was inadequate under the APA and ‘‘failed . . . ade-
quately to assess the economic effects of a new rule.’’ The D.C. Circuit failed to acknowledge 
that there is no currently available scientific or other technique for the SEC to ‘‘assess the eco-
nomic effects’’ of the rule along the lines that the Court seemed to think legally required—as 
when the Court held that the SEC ‘‘relied upon insufficient empirical data when it concluded 
that Rule 14a-11 [would] improve board performance and increase shareholder value by facili-
tating the election of dissident shareholder nominees,’’ at 1150, or when it held that the SEC 
had ‘‘arbitrarily ignored the effect of the final rule’’ because the SEC ‘‘did not address whether 
and to what extent Rule 14a-11 will take the place of traditional proxy contests,’’ at 1153. In-
stead, the D.C. Circuit substituted its own judgment for that of the SEC in evaluating the exist-
ing research relevant to proxy contests, going so far (for example) as to characterize (without 
explanation) a peer-reviewed article published in the Journal of Financial Economics as ‘‘rel-
atively unpersuasive.’’ At 1151. This result was clearly not intended by Congress in adopting 
the APA, and is clearly inconsistent with decades of precedent under that statute, including a 
2005 decision by the same court, Chamber of Commerce v. SEC, 412 F.3d 133 (D.C. Cir. 2005), 

Continued 

posals without a Congressional act. These bills can thus only be understood as ex-
periments in Congressional micromanagement of those agencies, which in general 
terms have more expertise and resources dedicating to studying the trade-offs than 
any other group of public officials. 

It is true, however, that the agencies would need to get public comments on any 
of the reforms before adopting them. In the process, they probably would improve 
the results. But they would take a long time to do that, even in the best of times. 
And these are times of stress for the financial regulatory agencies as much as for 
the financial markets. Fewer than one in five of the rules required of the SEC and 
other financial regulatory agencies under Dodd-Frank have been finalized, and the 
public is in the middle of commenting on (and the agency staff are still trying to 
digest comments on) more than 50 pending regulatory proposals from the SEC 
alone. 3 Congress did not give the SEC self-funding authority in Dodd-Frank, and 
as a result, the SEC is budget-constrained, 4 and cannot devote the resources that 
would be ideal to trying to move towards smarter regulation. 

(This is a point that those who oppose ‘‘active’’ regulatory agencies often miss— 
the same procedures and budget constraints that slow or deter regulation also slow 
and deter deregulation or improved regulation. Congress could fix this by giving the 
SEC the same self-funding authority it has given to the Federal Reserve Board, or 
by requiring the SEC to devote a portion of its budget to deregulatory proposals, 
or simply by giving the SEC enough funds that it has no excuse for moving slowly 
on reform proposals. Even if one of these proposals were implemented, however, the 
Administrative Procedures Act (APA) 5 would mean that the SEC would move slowly 
on any reform proposal in any event.) 

In addition, finally, the agencies would have also to worry about being sued. In 
recent years, it has become an almost predictable ritual that any new and controver-
sial rulemaking by the SEC will attract litigation by trade groups that perceive 
their members as having been disadvantaged by the rule, even for what distant ob-
servers would view as ‘‘deregulation.’’ Frequently, the SEC has lost this litigation, 6 
at times on grounds that have been in my view legally dubious. 7 Knowing that 
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which held at 143 that the SEC need only ‘‘determine as best it can the economic implications’’ 
of a rule to be upheld under the APA. 

8 Yakov Amihud and Haim Mendelson, ‘‘Asset Pricing and the Bid-Ask Spread’’, 17 J. Fin. 
Econ. 223–249 (1986) (liquidity increases firm value and lowers its cost of capital). 

9 Annette Vissing-Jorgensen, ‘‘Limited Asset Market Participation and the Elasticity of Inter-
temporal Substitution’’, 110 J. Pol. Econ. 825–853 (2002). 

10 Mark Grinblatt, Matti Keloharju, and Juhani Linnainmaa,‘‘ IQ and Stock Market Participa-
tion’’, 66 J. Fin. 2121–64 (2011). 

11 E.g., Pankaj K. Jain and Zabihollah Rezaee, ‘‘The Sarbanes-Oxley Act of 2002 and Capital 
Market Behavior’’, 23 Contemp. Acc’g Res. 629–54 (2006). 

12 La Porta, et al., ‘‘What Works in Securities Laws?’’, 61 J. Fin. 1–32 (2006), at 20 (in a cross- 
country study, laws mandating disclosures and public enforcement of those laws ‘‘has a large 

court scrutiny of this kind is likely even when an agency advances a modest but 
controversial reform would make any regulatory agency rationally reluctant to move 
quickly, and instead will lead it to act deliberately to pile up as impressive a record 
as possible to present in the expected litigation. 

As a result, given the urgency of the political and economic situation, and given 
that no more straightforward jobs proposal seem to be acceptable to both parties, 
it is understandable why these experiments are being proposed now, despite their 
already being underway SEC studies of several of the proposals, and despite the un-
certainties they raise. It would also be understandable if lawmakers ultimately 
choose to act now, and not wait on agency action. But if it does that, it should do 
so with the uncertainty about the growth-growth trade-offs presented by the reform 
experiments in mind. 
II. A General Suggestion 

Given that any of these proposals will entail risks of increasing fraud and capital 
costs, even if modified as I suggest in Part III below, or as suggested by others, it 
would make sense to include in all of the adopted proposals a sunset provision, such 
that the proposals would by their terms last for no more than 2 or 3 years (or, in 
the case of S. 1933, 7 years). At the end of that testing period, they would remain 
in place if—but only if—the SEC affirmatively finds that the benefits of continuing 
the proposals would outweigh their costs. During the testing period, the SEC would 
be able to complete its currently underway studies, as well as track the use of the 
new capital-raising options, as well as the extent of fraud that they permit. If the 
fears of fraud are overblown, and capital has been raised as their backers suggest 
will be the case, then the cost-benefit analysis should be simple, and the reforms 
would become permanent. If, however, large amounts of fraud occurs in the test 
phase, or if even a modest amount of fraud occurs but the reforms do not permit 
meaningful amounts of new capital-raising, then the agencies might not be able to 
conclude their benefits outweighed their costs, and the reforms would end. 

To be practical, this suggestion might in some cases involve grandfathering mar-
ket participants, as well as simple and inexpensive notice provisions to allow the 
agencies to track the use of the reforms, as already reflected in the crowdfinancing 
proposals. The reforms could be tested in this way individually, so that some could 
remain in place and other not. 

The advantage of the sunset approach would be to generate at least some of the 
information that would be needed to evaluate the reforms, to allow the reforms to 
be used but only for a modest time before that evaluation is completed, to allow for 
capital raising in the short-term, while the economy is stressed, and allow for a 
measured revisiting of the reforms once (we all hope) the economy has returned to 
a more normal state. Congress could, of course, reenact the reforms on a permanent 
basis if it disagrees with the agencies. 
III. Specific Responses and Comments 

The following remarks respond to comments in the invitation to testify: 
1. What factors influence the timing and extent of an issuer’s access to the capital 
markets? How does investor confidence impact markets? What factors contribute to 
a high degree of investor confidence in the securities markets? 

The extent and timing of an issuer’s access to capital markets depends on both 
demand and supply side factors. On the demand side are the number, 8 wealth, 9 in-
telligence, 10 liquidity- and risk-appetites, and confidence of investors, which affects 
market liquidity, 11 as well as the attractiveness of opportunities to spend or invest 
their money elsewhere. On the supply side, the foremost factors are those that make 
a given issuer a potentially good investment: the quality of the issuer’s manage-
ment, business plan, and its growth prospects, etc. But other supply side factors are 
important, include the legal protections afforded investors (including both the laws 
and the enforcement mechanisms for those laws), 12 the information required or vol-
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economic effect’’ making initial public offerings more common); Luzi Hail and Christian Leuz, 
‘‘International Differences in the Cost of Equity Capital: Do Legal Institutions and Securities 
Regulation Matter?’’, 44 J. Acc’g Res. 485-(2006) (‘‘firms from countries with more extensive dis-
closure requirements, stronger securities regulation and stricter enforcement mechanisms have 
a significantly lower cost of capital’’); Dan S. Dhaliwal, ‘‘Disclosure Regulations and the Cost 
of Capital’’, 45 So. Econ. J. 785 (1979) (adoption of additional disclosure requirements lowered 
the cost of equity capital for covered firms). 

13 S. Myers and N. Majluf, ‘‘Corporate Financing And Investment Decisions When Firms Have 
Information That Investors Do Not Have’’, 13 J. Fin. Econ. 187–221 (1984); D.W. Diamond and 
R.E. Verrecchia, ‘‘Disclosure, Liquidity and the Cost of Capital’’, 46 J. Fin. 1325–59 (1991). 

14 Darren T. Roulstone, ‘‘Analyst Following and Market Liquidity’’, 20 Contemp. Acc’g Res. 
551–78 (2003) (more analyst coverage increases liquidity, which lowers the cost of capital). 

15 Mark Abrahamson, Tim Jenkinson, and Howard Jones, ‘‘Why Don’t Issuers Demand Euro-
pean Fees for IPOs?’’, 66 J. Fin. 2055–82 (2011). Data from Renaissance Capital shows that the 
median annual U.S. IPO raised between $94 and $157 million in the 2000s (see, 
www.renaissancecapital.com, last visited Dec. 8, 2001). Thus, $7 million were typically paid to 
the underwriters in the typical U.S. IPO in recent years. Average underwriter fees were more 
than twice as high, due to some large issuers (e.g., General Motors) pulling up the average offer-
ing size. Total legal, audit, and compliance costs for an IPO, by contrast, are reported to be $2.5 
million. IPO Task Force, Rebuilding the IPO On-Ramp, Presented to the U.S. Treasury (Oct. 
20, 2011). 

untarily disclosed to investors, 13 including by way of analyst coverage, 14 and the 
direct offering costs of raising capital from investors. 

The largest single direct offering cost for any public offering is usually the cost 
of hiring underwriters—which almost uniformly charge 7 percent for initial public 
offerings in the U.S., as compared to 4 percent in the EU. 15 Offering costs also in-
clude those that are the focus of the pending reform proposals: legal, compliance and 
audit costs, both for the offering and on an ongoing basis as a result of laws trig-
gered by capital-raising on the markets, which can be significant, particularly for 
smaller issuers. As noted, however, a reduction in these costs can be more than off-
set in an increase in capital costs, if the reduction in direct offering costs decreases 
investor confidence or the content or reliability of information required by investors. 
2. What legal, financial, and practical risks do companies face when offering securi-
ties through the Internet or other social media? 

In general, the use of the Internet and social media do not in my view dramati-
cally change the risks that companies face when offering securities from the risks 
that are present whenever the public is solicited to invest, except that offers via 
Internet and social media are able to reach a much larger potential investor group 
more quickly, and without care and expense, their Internet-based efforts will be 
treated (as they should be) as a general solicitation covered by Section 5 of the 1933 
Act. I discuss the effects of the Internet more particularly below, in the context of 
commenting on the crowdfinancing proposals below. 
3. What risks do investors face when investing in publicly held securities? 

The economic risks include fraud, expropriation, and loss of investment, risks 
present in any investment. Many investors also fall prey to the illusion (sometimes 
reinforced by luck) that they can safely trade in and out of publicly held securities 
on a frequent basis, not focusing on the dramatically negative effects that frequent 
trading by uninformed or poorly informed investors typically have on their total re-
turns over time. The risks are generally lower for publicly held securities, because 
the investments are liquid, because the issuers are required to make disclosures, re-
viewed by the SEC staff, because the issuers are subject to greater compliance obli-
gations, and because more public enforcement resources are devoted to public com-
panies than to private companies. Nevertheless, the risks remain. 
4. What investor protections (e.g., basic disclosures, liability, etc.) should exist when 
securities are sold to investors in public or private markets? Should those protections 
vary with the size of the offering, whether they are public or private, and whether 
they are offered to mainstream investors or accredited investors? 

Investors should receive the most efficient bundle of protections that trades off the 
marginal cost of capital-raising, which represents the cost of those protections, 
against the marginal cost of capital, which is determined in part by the value of 
those protections. The precise configuration of protections is likely to vary across in-
vestments, investor dispersion (widely held vs. closely held), firm and offering size, 
and the nature of the investors. In general terms, the current SEC approach makes 
sense: generous exemptions and relatively light requirements for securities privately 
placed with qualified institutional buyers, narrow exemptions and heavier require-
ments for securities sold to the dispersed and often unsophisticated retail investors. 
One observation is that in my view the current ‘‘accredited investor’’ test is too 
weak—too many nominally accredited investors obtain the wealth that qualifies 
them as such in ways that do not reflect any ability or training to invest wisely (e.g., 
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16 Stephen Choi, ‘‘Regulating Investors, Not Issuers: A Market-Based Proposal’’, 88 Cal. L. 
Rev. 279 (2000). 

17 On person-to-person lending, see, Andrew Verstein, ‘‘The Misregulation of Person-to-Person 
Lending’’, 45 U.C. Davis Law Review (forthcoming, 2011), available at http://ssrn.com/ 
abstract=1823763. 

18 On crowdfunded projects, see, Paul Belleflamme, et al., ‘‘Working Paper’’ (June 2011), avail-
able at http://ssrn.com/abstract=1578175. 

inheritance, gifts, high salaries for talented young athletes). It would be better if 
the SEC took more seriously the job of dividing knowledgeable investors from oth-
ers, through the use of tests—such as we require for everyone to legally drive, and 
create incentives for those who cannot or do not have the interest in so qualifying 
to invest through intermediaries, such as diversified mutual funds. 16 Congress 
could direct the SEC to do so. 
5. Do secondary market investors face risks different from those who purchase securi-
ties primary offerings? How does the availability of information in the secondary 
market affect liquidity and price? 

Yes, the risks are different in secondary and primary offerings. In a primary offer-
ing, there is usually no prior market price, and investors must decide on a price 
on their own, based on their due diligence and information received from the com-
pany. In a secondary offering, at least one in a genuinely liquid market, a new in-
vestor can rely to an extent on prior market prices to at least simplify the task of 
price formation. Of course, secondary market prices can be manipulated, particu-
larly if the market is illiquid, and secondary market prices are only as good as the 
information on which the prior trades were based. More and better information typi-
cally increases liquidity and price. 
6. How would current legislative proposals affect investors? What changes, if any, 
should be considered in these proposals? 

The proposed reforms fall into four categories: (1) crowdfunding (S. 1791 and S. 
1970); (2) small offerings (S. 1544); (3) 1934 Act registration triggers (S. 556, S. 1824 
and S. 1941); and (4) initial public offerings (IPOs) (S. 1933). I address each in turn. 

1. Crowdfunding 
The one genuinely new reform proposals on the table relate to crowdfinancing. 

Modeled on crowdsourced volunteer successes such as Wikipedia, person-to-person 
lending platforms such as Prosper Marketplace, Inc., 17 and crowdfunded (but not 
financed) schemes for authorship or ownership rights to new music, plays, and dis-
crete products (but not securities or investments), such as Kickstarter, 18 
crowdfinancing promises to allow for entrepreneurs otherwise unconnected to con-
ventional early-stage financing sources (family, friends, angels) to connect through 
the Internet to ‘‘investors’’ who would be willing to risk small amounts to strangers 
for the hope of angel-investments-like returns. For fans of the Internet, and for en-
trepreneurs unable to raise capital in other ways, would-be crowdfinanciers make 
an appealing pitch. Proponents add a dash of anti-Wall-Street and/or Silicon Valley 
sentiment—crowdfinancing will enable the common man to avoid entanglements 
with the corrupt traditional centers of capital formation—and then point to a hand-
ful of experiments in other countries to show that the model can work. 

The entirety of the crowdfinancing concept suggests nothing to me so much as a 
catchy, high-risk, and very possibly fraudulent investment scheme. It might work. 
It might turn out to be a neat new thing. Or it might turn out to be mostly a cheap-
er, better vehicle for fraud, with negative spillover effects on the current person-to- 
person lending and crowdfunding project sites. Let me sketch some reasons to be 
cautious about crowdfinancing per se, as opposed to crowdsourced lending or product 
funding or social entrepreneurship. 

From the perspective of the honest entrepreneur, what does crowdfinancing prom-
ise? Given the limits that all crowdfinancing proposals currently include—particu-
larly the cap of $1 million per firm—the funds you can obtain this way will prac-
tically only benefit a limited class of entrepreneurs—those working on low-capital- 
expenditure, low operating-expenditure projects (such as software products) that can 
be produced with sweat equity, a laptop, bandwidth, and a coffee maker. Still, these 
firms may find the prospect of cheap financing attractive, and the past 20 years 
have demonstrated repeatedly that such firms can create real value. 

Nevertheless, creators of such firms should think carefully before moving to 
crowdfinancing. Without significant investment of time on your part to screen inves-
tors, a host of strangers will end up owning a chunk of your company. You will have 
obligations to them as a fiduciary. Among them may be competitors, gadflies, jour-
nalists, cranks, and crooks. They will have rights to get information from your firm. 
They have standing to sue you. True, their rights are practically useless to them 
in protecting their legitimate interests as shareholders, but they can cause havoc 
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in your already overworked schedule simply by making demands or filing a com-
plaint. Almost by definition, they will be good at using the Internet to retaliate— 
with gossip, rumors, exaggerations, or lies—if you treat them in ways they do not 
think appropriate. If you succeed, their expectations will soar, and if as is likely you 
eventually sell more equity—to a venture capital fund, for example—you will likely 
need to cash out the crowdfinancing investors in order to get the venture capitalists 
to come in. If you ever need them to commit to a lock-up agreement or otherwise 
facilitate an initial public offering, good luck trying to get them all to agree. (Con-
trast this with person-to-person lending, where the recipient receives cash in return 
for a fixed repayment obligation, no different in kind than a credit card, that can 
generally be paid off at any time.) 

From the perspective of investors, crowdfinancing should be understood as an act 
of faith, at least as it would play out under S. 1791. Investors would have no prac-
tically effective ways to collect any return on their investment, except to the extent 
shares could be sold to some other investor equally or more optimistic or irrational 
or charitable or profligate, depending on one’s point of view. 

Under S. 1791, securities regulators will have no ex ante role to play in reviewing 
disclosures. Ex post fraud liability, even if the heightened standards normally ap-
plied under the 1933 Act were applied, would do little to protect against such ordi-
nary corporate transactions as recapitalizations at a low price, low-price mergers 
with companies controlled by the entrepreneurs, asset sales at a low price, or high 
compensation reducing to nearly zero any cash flow that the firm were to generate. 
While such actions might be actionable as breaches of fiduciary duty under cor-
porate law, they would not likely constitute ‘‘fraud’’ in the narrow sense that courts 
have interpreted Rule 10b-5. As a practical matter, the small amount of money to 
be invested by any one crowdfinancier would make a private corporate law suit cost- 
prohibitive, and no self-respecting class action plaintiffs’ attorney could be relied 
upon to know about much less police start-ups that are too small to even be called 
‘‘microcap.’’ 

Unlike crowdfunded products, where a song or other computer-based good can be 
obtained and its quality verified, investments take time to grow in value, are con-
stantly fluctuating in value, and are inherently based on future—indeed, the stand-
ard finance model of the value of a stock is to project future cash flows generated 
by the firm that has sold that stock. Unlike person-to-person lending, where the bor-
rower has immediate interest or repayment obligations that can be monitored 
cheaply, the entrepreneur receiving a crowdfinanced investment will have no fixed 
obligations unless and until the firm is sold or liquidated, before which time many 
corporate finance transactions can rewrite the terms of the deal on a difficult-to-po-
lice basis. 

While it is possible to imagine an honest entrepreneur using crowdfinancing to 
generate a firm of great value and then, out of honesty, sharing that value with the 
initial investors, a well-advised investor would have to recognize that such outcomes 
will depend almost entirely upon the character of the entrepreneur. While 
crowdfinancing is unlikely to reach the scale to cause any serious systemic financial 
problems, it would be well to remember that in the last financial bubble, ‘‘liar’s 
loans’’ were a common way for borrowers to obtain a mortgage—essentially loans 
based on character. That method of finance did not turn out so well. 

In sum, crowdfinancing should be recognized as a long shot for both entrepreneurs 
and investors alike. It might work, in very limited contexts, if the participants have 
some social or other extra-legal reason to trust one another, and to fulfill that trust. 
To the extent crowdfinancing genuinely is meant to resemble its predecessors in the 
Internet space, the investments would be made by numerous investors (contrary to 
the usual angel or venture capital model) who nevertheless know and vet each other 
through an existing and ongoing online community, who can identify each other in 
a verifiable way (and so weed out sock-puppets and shills) and can communicate 
with one another about their common investments, rely on each other for informa-
tion and advice, and would only make small diversified investments with specific 
safeguards, such as an escrow account into which investments would be placed until 
a designated project amount was reached—the idea being that no one investor’s 
money would be used until the project had been ‘‘approved’’ by virtue of a large 
number of other investors committing their money. And at the end of the day, the 
investors would make their investments knowing, in effect, not simply that the in-
vestments were ‘‘risky’’ or even ‘‘highly risky,’’ but near-charitable donations that 
might produce a windfall—more akin to a lottery than anything else. 

While we can rely to an extent on reputation to substitute for law in some con-
texts, and crowdfinancing intermediaries might be able to develop and impose simi-
lar rules of the road on participants, we can also count on some intermediaries to 
not do that extra work, and to try to generate revenues in the short run on the 
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19 ‘‘A 2010 survey found that 30 percent of all [American] adults had no savings (excluding 
retirement savings). . . . Forty-nine percent of . . . respondents [to another survey] found it dif-
ficult merely to pay all of their bills each month.’’ Bradford, supra n. 1, at n. 581. 

hopes and dreams of entrepreneurs and investors alike. When they do, and when 
the conflicts and fraud emerge, the effects will spill over onto the otherwise legiti-
mate crowdfinancing intermediaries, and will further spill over onto firms already 
successfully operating person-to-person lending platforms and crowdfunded product 
platforms. In some ways, those firms have the most to lose from an ill-considered 
experiment with crowdfinancing. 

Moreover, the limits that are currently in S. 1791 are not practically enforceable. 
While individual investments are limited to $1,000 per year, and any one firm can 
only raise $1 million in a year, there is no mechanism required of issuers, investors, 
or crowdfinancing intermediaries to verify whether the individual has complied with 
the limit, other than the vague requirement that intermediaries ‘‘take reasonable 
measure to reduce the risk of fraud.’’ (Even under current rules, requirements that 
‘‘accredited investor’’ status be verified are weak at best, with investor self-certifi-
cation and a short delay sufficing at many online stock-trading platforms.) Even if 
we did not feel sorry for investors who lied their way into a crowdfinanced Web site, 
a fraudster could set up multiple fraudulent firms and attract multiple investments 
of $1,000 each, greatly exceeding the savings of most typical Americans. 19 When 
that fraud is uncovered, all Web-based financing efforts are likely to lose 
reputational capital, even the diligent ones that do a good job of screening and mon-
itoring investors and entrepreneurs. 

In contrast, the requirements of S. 1970 are more robust, and more likely to pre-
vent reputational spillovers of fraudulent crowdfinancing schemes onto legitimate 
Internet based financial firms. By building in express authority for the SEC to con-
dition intermediary status on various forms of investor protection, S. 1970 is a more 
thoughtful delegation of difficult implementation issues. However, let me caution 
that—as noted above—the current litigation climate affecting all SEC regulation 
means that the SEC’s ability to act on its authority cannot be taken for granted. 
Thus, I would condition any sales under the crowdfinancing exemption upon prior 
SEC rulemaking that is currently in effect, so that if the rules were to be struck 
down by a court, the exemption too would fall. And, as noted above, I would suggest 
having any crowdfinancing exemption sunset by its terms after 2 or 3 years to per-
mit a careful review of how it is being used, before permitting it to continue. 

2. Small Offerings 
The effort to reinvigorate Regulation A small offerings represented by S. 1544 

strikes me as neither promising nor threatening. It is not particularly threatening 
(to capital costs or investor protection) because without blanket preemption of State 
blue-sky laws, it is unlikely to be used. It is not promising for the same reason, and 
because Regulation D coupled with Rule 144A and innovations such as 
SecondMarket make the small offering path to capital formation both unattractive 
for policy reasons (why invite middle class investors to invest with the least protec-
tions?) and practical reasons (if a firm cannot raise funds from qualified institu-
tional buyers, how likely is it that a firm could do so from unaccredited investors— 
other than by misleading them?). 

If enacted, and particularly if a blanket blue-sky preemption clause were included 
or added later, it seems to me that moving from $5 million to $50 million in one 
swoop is unnecessarily risky, dramatically so in light of its reduced liability stand-
ards relative to conventional public offerings, and even more so if Section 12(g) trig-
gers are raised, as separately proposed. Even though a good case can be made for 
reducing disclosure, audit, and compliance costs for smaller companies selling 
shares to the public, relative to large existing public companies, this is better ad-
dressed by S. 1933, and there is no clear reason to reduce the disclosure and liabil-
ity standards applicable to any public offering in which hundreds of unaccredited 
investors are asked to speculate simultaneously on an unproven technology and a 
control-free cash management system. If S. 1544 is adopted, I would combine the 
use of a sunset clause suggested above with a more gradual approach to the 
amount: begin with a $15 or $25 million exemption, which would revert to $5 mil-
lion if the SEC did not find that the higher threshold met a cost/benefit test, and 
condition any further increase on a similar subsequent testing phase, sunset, with 
review and reapproval by the SEC. In addition, caution with this experiment would 
also suggest adding an all-time fund-raising cap that integrates all offerings under 
this modified exemption over time, and also integrates it with offerings under Regu-
lation D, rather than simply capping the amount that can be raised in 1 year. With-
out those changes, the combination of Regulation A and manipulation of the ‘‘record 
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20 John C. Coates, ‘‘The Powerful and Pervasive Effects of Ownership on M&A’’, Working 
Paper (June 2010), available at http://ssrn.com/abstract=1544500 (last visited December 12, 
2011). In that paper, I find that over a third of all firms in Compustat have fewer than 300 
record holders, and that the median number of record holders of such firms in 2007 was 700. 

21 While some researchers have noted that many firms choose to go ‘‘dark’’ when they are 
forced to comply with new disclosure requirements, see Brian J. Bushee and Christan Leuz, 
‘‘Economic Consequences of SEC Disclosure Regulation: Evidence From the OTC Bulletin 
Board’’, 39 J. Acc’g and Econ. 233–264 (2005), few have noted that over a third of public firms 
large enough to be included in databases such as Compustat have fewer than 300 record hold-
ers, and thus can be thought of the reverse of firms that have ‘‘gone dark’’—firms that have 
chosen to ‘‘stay lit,’’ presumably because the lower cost of capital produced by effectively en-
forced securities laws is worth the lowered cost of compliance that being private would permit. 

22 See, generally Seligman, supra note 1. 

holder’’ formality under current Section 12(g) could open up a path to complete eva-
sion of public registration requirements, which would not be in keeping with the 
idea of a ‘‘limited’’ or ‘‘small’’ offering exemption. 

3. 1934 Registration Triggers 
Two of the pending bills propose raising the triggers for 1934 Act registration 

from the current 500 record holder trigger, one for banks, one for all companies, 
and, in addition, to exempt employee owners from counting towards the trigger. In 
my view, these are the riskiest proposals being discussed. Raising the cap to 2,000 
record holders would allow more than half of all public companies to go ‘‘dark.’’ 20 
This might be a boon to some companies, which could immediately cut compliance 
costs. But for investors who have already invested in the suddenly much larger 
number of firms that could ‘‘go dark,’’ such a radical change would upset legitimate 
investment expectations, and have spillover effects on liquidity, capital costs, and 
value of the firms that choose to ‘‘remain lit.’’ 21 Particularly if combined with per-
mission for private offerings to target the public in general solicitations, as in S. 
1544, raising the Section 12(g) limit in this way would effectively gut the securities 
laws for all but the largest issuers. Such a dramatic change would, if proposed by 
the SEC, almost certainly generate a great deal of comment and discussion, and 
rightly result in an extensive public debate. Does it make sense for the Congress 
to rush in radical deregulation on the hope that it might generate short-term job 
growth? 

If the objection of proponents to public registration under the 1934 Act centers 
on control systems and compliance costs, the better path is that represented by S. 
1933—and also even more straightforwardly by demanding that the PCAOB use its 
existing authority to tailor the requirements under Section 404(b) of the Sarbanes- 
Oxley Act as applied to smaller or newer companies. The objection may, however, 
be primarily about wanting to keep investors in the dark about executive compensa-
tion, corporate governance, insider trading, proxy manipulation of the kind docu-
mented at over-the-counter companies in the SEC’s 1963 Special Study, 22 conflict 
of interest transactions, earnings ‘‘management,’’ capital expenditures, and other 
ways in which investors and their money can be misused. Perhaps the reduction of 
capital-raising costs entailed by such changes is worth trading off against the in-
creased cost of capital for widely held firms generally, on an experimental basis. 

But if so, a better case needs to be made than the one thus far presented by advo-
cates, who simply repeat the talking point that the 500 record holder limit is ‘‘out 
of date.’’ Advocates do not ever explain why dispersed investors today are any less 
in need of strongly enforced disclosure laws, or better capable of protecting them-
selves without such laws, than they were in 1964. (By contrast, it makes obvious 
sense that the asset trigger in the 1934 Act would need to be raised, to reflect 
growth in the economy and average investor wealth.) Ample research shows that 
dispersed shareholders remain usually unable to easily or cheaply use their existing 
rights to protect even their most basic rights to elect the boards of directors of the 
companies in which they invest. 

Carving out employee ownership of stock would at least be consistent with SEC 
exemptions or no-action positions on options and restricted stock units. However, it 
is unclear why employees are less in need of information and antifraud protection 
than outside investors. While they are in a good position to monitor some aspects 
of a firm, and equity ownership is clearly an incentive tool for many companies, par-
ticularly cash-constrained firms, such as start-ups, few employees have access to or 
an ability to check the members of the C-suite, and the fact that their investments 
represent a doubling down on the human capital investment they have in the form 
of firm-specific knowledge and relationships built up in their employment has long 
meant that employee investors are peculiarly exposed to the investment risks rep-
resented by employer stock. Some of the current use of employee stock or stock op-

VerDate Nov 24 2008 12:02 Jan 10, 2013 Jkt 048080 PO 00000 Frm 00039 Fmt 6621 Sfmt 6621 L:\HEARINGS 2011\12-14 EXAMINING INVESTOR RISKS IN CAPITAL RAISING\HEARING\



36 

tion compensation is generated by tax incentives similar in kind to the mortgage 
interest deductions—seemingly attractive ideas that are in need of rethinking. 

A better case can be made to raise the limits in this fashion for banks, since they 
are directly regulated by bank regulatory agencies and are required to file call re-
ports and make other disclosures to depositors, which equity investors can also ac-
cess. However, these disclosures may not be widely known to many bank investors, 
and if the goal of S. 556 is in fact to permit the continued family or community own-
ership of community banks without triggering SEC registration, it would be better 
to develop tailored exemptions for ownership by direct or indirect heirs, or commu-
nity-based owners geographically proximate to the bank with some long-standing 
depositor or other relationship to the bank, to increase the odds that the investor 
has information about and can protect their interest in the issuing bank. 

Finally, it should be emphasized that the current use of ‘‘record holders’’ as a trig-
ger for 1934 Act reporting is in fact ‘‘out of date,’’ not because of the number 500, 
which while arbitrary seems reasonable as a measure of ‘‘dispersion’’ of share-
holders, but because of the use of ‘‘record holder’’ as the thing to count. As others 
have previously testified, the methods of distributing equity have long made the use 
of record ownership an anachronism. While record holder counts correlate with ben-
eficial owner counts, they do so weakly, and increasingly weakly, over time. Firms 
that make disclosures to their shareholders already have beneficial owner counts, 
in order to know how many annual reports or proxy or information statements to 
provide to record holders to pass through to beneficial owners, and it has long been 
a puzzle to outsiders why the SEC has not moved to using beneficial ownership as 
the relevant metric. To be sure, there are many beneficial owners who object to hav-
ing their identities known to a company, but it is hard to see why any beneficial 
owner would object to being counted for disclosure purposes. To be sure, there are 
fluctuations in beneficial owner counts, and they are probably measured with more 
noise and greater lags than record holder counts, but the rules could allows firms 
to rely upon record holder reports of beneficial owners as of a certain date, elimi-
nating such uncertainties for issuers’ legal obligations. Alternatively, one could 
imagine moving to a ‘‘public float’’ trigger measured by reference to value of unaffili-
ated investments, rather than counts of outside investors, as others have suggested. 
However, doing so will increase to some extent the arbitrariness of the test, since 
it will focus less on ownership dispersion—which presumably is the theoretical rea-
son that investors cannot be counted on to demand information on their own—and 
more on market valuations, which can vary rapidly without regard to the relative 
power or information needs of investors. Nevertheless, either method of counting 
would be great improvement over the current trigger, which effectively rewards 
well-advised firms who carefully structure their investors’ investments in order to 
keep their nominal record holder count down, and punishes older firms like Wawa, 
Inc., which has long done the more straightforward thing and issued stock to em-
ployees as holders of record. 

4. IPOs 
Last, I address S. 1933, the ‘‘Reopening American Capital Markets to Emerging 

Growth Companies Act of 2011.’’ This bill is the most thoughtful and carefully struc-
tured bill being considered, and (with two caveats, discussed below) raises the few-
est risks. While I would shorten the start-up period to 4 years, rather than 5, and 
couple it with a sunset—after 6 or 7 years, rather than 2 or 3 as for the other pro-
posals, in order to let the 4-year ramp-up period play out—I believe that the rel-
atively modest reductions in investor protection that it would permit pose the least 
risk to the current regulatory system while holding out the promise of at least some 
meaningful nonfraudulent capital formation. 

To be sure, I am not sure that the bill will dramatically increase the number or 
reduce the size of IPOs, as advocates of this reform seek to do, or whether IPOs 
are as central to job creation as the investment banking community would like to 
believe. While a case can certainly be made that compliance costs have impeded 
marginal firms in the last 10 years, the fall-off in IPOs began well before Enron, 
much less Sarbanes-Oxley, and microcap firms have never been subject to Section 
404(b) of that law, yet there has been no resurgence of IPOs by 404(b)-exempt firms, 
even after the exemption for microcap companies was made permanent. More seri-
ous impediments to a renewals of IPOs, it seems to me, include the increased 
‘‘deretailization’’ of the equity markets, which in many respects is a good thing, as 
retail investors have increasingly realized that they are the most likely to make 
poor investment decisions, and have increasingly come to rely not on broker-dealers 
paid to generate value-destroying churn, but on fee-only advisers, particularly advis-
ers to mutual funds and other regulated collective investments, who in turn increas-
ingly invest through private equity funds. Institutions seek not just investments but 
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liquidity depth, making smaller or thinly traded IPOs that might once have at-
tracted a retail investor following unlikely to generate the same interest from the 
institutions that now bundle those investors’ dollars and invest collectively. Where 
the institutions are content without that liquidity, they have Regulation D and Rule 
144A, which permit issuers to raise a great deal of liquid capital from dispersed in-
stitutional investors without going public. 

Nevertheless, there probably are at least some firms that would be able to reduce 
their capital costs by going public, that are nonetheless deterred by the marginally 
higher offering costs generated by 404(b) and other disclosure requirements. Thus, 
the bill may do some good. Because the firms would still need to meet all of the 
other requirements of the 1933 and 1934 Acts, including obtaining audited financial 
statements (albeit for a reduced period), and because the sponsors would remain 
subject to the full liability regime of the securities laws, the risks of the deferral 
of some of the disclosure obligations under the 1934 Act seem appropriately small, 
and worth taking, particularly because the result is to increase the amount of pub-
licly traded securities, with spillover liquidity benefits for other firms. 

I add two caveats. First, I have not had a chance to think carefully about the pro-
visions of the bill that relate to research analysts. They are modestly complex, as 
they require thinking through the potential conflicts of interest between under-
writers, dealers, and firms issuing research, under both the SEC’s rules and the 
rules of FINRA. Analyst coverage is clearly a key linch-pin in developing a liquid 
market for a prospective public company, but analysts, too, have played a sad role 
in recent bubbles, particularly in the build-up of telecoms in the late 1990s and 
early 2000s. The bill proposes to explicitly and clearly take away authority from the 
SEC and FINRA to regulate analysts in the IPO context, and it is not clear to me— 
and, since this bill was introduced only 10 calendar days ago, I suspect it is not 
clear to anyone other than the sponsors and those who advise them—whether this 
narrowing of regulatory authority makes sense, or is necessary, in its current form, 
to accomplish the legitimate goal of increasing analyst coverage of newly public 
firms. Second, I would have thought a more straightforward way to accomplish at 
least the goal of reducing SOX 404(b) costs would be to command the SEC and the 
PCAOB to use their authority to better tailor the compliance, audit, and attestation 
requirements for newly public companies. 

Spurring regulatory innovation is one of the most important tasks Congress has. 
One way to do it is to deregulate and hope for the best. Another way to do it is 
to command the agencies to regulate in a more sensible way, with explicit metrics 
to show that it has worked. For example, Congress could require the agencies to 
take action within a set period of time to modify the SOX 404(b) requirements, and 
then report on the effects on compliance costs using surveys of firms. If the costs 
had not come down, the agencies would be required to go further. While this would 
take time—and not generate any new jobs before the next election—it would be 
more likely to produce an efficient trade-off between capital-raising costs and capital 
costs than the cycle in which we seem to be currently stuck: deregulating, hoping 
for the best, and then rushing to reregulate after the next scandalous financial col-
lapse. 

PREPARED STATEMENT OF KATE MITCHELL 
MANAGING DIRECTOR, SCALE VENTURE PARTNERS 

DECEMBER 14, 2011 

Chairman Reed, Ranking Member Crapo, my name is Kate Mitchell and I am a 
managing director at Scale Venture Partners, a Silicon Valley-based venture capital 
firm that has investments in information technology companies across the United 
States. Venture capitalists are committed to funding America’s most innovative en-
trepreneurs. We work closely with them to transform breakthrough ideas into 
emerging growth companies that drive U.S. job creation and economic growth. We 
believe that IPOs drive job creation and economic growth because, as our data show, 
92 percent of a company’s job growth occurs after its IPO. 

I am also a former chairman and current member of the National Venture Capital 
Association. Companies that were founded with venture capital accounted for 12 
million private sector jobs and $3.1 trillion in revenue in the U.S. in 2010, according 
to a 2011 study by IHS Global Insight. That equals approximately 22 percent of the 
Nation’s GDP. Almost all of these companies, which include Apple, Cisco, 
Genentech, and Starbucks, began small but remained on a disciplined growth trajec-
tory and ultimately went public on a U.S. stock exchange. 
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More recently, I served as chairman of the IPO Task Force, a private and inde-
pendent group of professionals representing the entire ecosystem of emerging 
growth companies—including experienced CEOs, public investors, venture capital-
ists, securities lawyers, academicians and investment bankers. This diverse coalition 
came together initially as part of a working group conversation at the U.S. Depart-
ment of the Treasury’s Access to Capital Conference in March 2011, where the 
dearth of initial public offerings, or IPOs, was discussed at length. In response to 
this shared concern, we formed the IPO Task Force to examine the challenges facing 
America’s troubled market for IPOs and make recommendations for restoring effec-
tive access to the public markets for emerging growth companies. 

Our task force developed our proposals based on a consensus approach that con-
sidered, and in many cases rejected, a variety of possible approaches. We left behind 
many ideas based on the valuable input we received from the variety of inter-
disciplinary perspectives that our membership represented. We released our report, 
‘‘Rebuilding the IPO On-Ramp’’, in October of this year. We shared our findings and 
recommendations with Members of Congress and the Administration, including the 
Treasury Department and the Securities and Exchange Commission (SEC). I have 
submitted a copy of this report along with my written testimony today. 

On behalf of the diverse members of the IPO Task Force, I am here today to sup-
port S. 1933, the ‘‘Reopening American Capital Markets to Emerging Growth Com-
panies Act of 2011.’’ This bipartisan legislation, introduced by Senators Schumer, 
Toomey, Warner, and Subcommittee Ranking Member Crapo, will help restore effec-
tive access to the public markets for emerging growth companies without compro-
mising investor protection. Restoring that access will spur U.S. job creation and eco-
nomic growth at a time when we desperately need both. I appreciate the opportunity 
to discuss with you the challenges we face and the merits of this important bill. 
Challenges Facing the U.S. IPO Market 

For the last half-century, America’s most promising young companies have pur-
sued IPOs to access the additional capital they need to hire new employees, develop 
their products and expand their businesses nationally and globally. Often the most 
significant step in a company’s development, IPOs have enabled emerging growth 
companies to generate new jobs for the U.S. economy, while public investors of all 
types have harnessed that growth to build their portfolios and retirement accounts. 

The decision to pursue an IPO is a complex one because alternatives do exist: a 
company can seek to be acquired or can decide to remain private. The most preva-
lent outcome today for the CEO of an emerging growth company is to be acquired 
by a larger company. Yet the IPO remains appealing, although demonstrably less 
so than it was a decade ago, for a variety of reasons. In a survey the IPO Task Force 
conducted of more than 100 CEOs of companies considering an IPO in the next 24 
months, 84 percent of CEOs cited competitive advantage as the primary motivation 
for going public, while two thirds of them indicated the need for cash to support fu-
ture growth. And while 94 percent of CEOs agreed that a strong and accessible 
small-cap IPO market is critical to maintaining U.S. competitiveness, only 9 percent 
agreed that the market is currently accessible to them. 

The data support that unfortunate conclusion. During the past 15 years, the num-
ber of emerging growth companies entering the capital markets through IPOs has 
plummeted relative to historical norms. From 1990 to 1996, 1,272 U.S. venture- 
backed companies went public on U.S. exchanges, yet from 2004 to 2010, there were 
just 324 of those offerings. Those companies that do make it to the public markets 
are taking almost twice as long to do so. During the most recent decade, acquisitions 
have become the predominant path forward for most venture-backed companies. 
This is significant because M&A events do not produce the same job growth as 
IPOs. In fact, an acquisition often results in job losses in the short term as redun-
dant positions are eliminated by the acquirer. While global trends and macro-
economic circumstances have certainly contributed to this prevalence of acquisitions 
over IPOs, the trend has transcended economic cycles and has hobbled U.S. job cre-
ation. 

What is driving this precipitous decline in America’s IPO market? A number of 
analyses, including that of the IPO Task Force, suggest that there is no single event 
behind it. Rather, a complex series of changes in the regulatory environment and 
related market practices have driven up costs and uncertainty for emerging growth 
companies looking to go public, and have constrained the amount of information 
available to investors about such companies, making them more difficult to under-
stand and invest in. These changes have included the advent of electronic trading, 
new order-routing rules, Regulation FD, the Gramm-Leach-Bliley Act of 1999, 
decimalization, the Sarbanes-Oxley Act of 2002, the Global Research Analyst Settle-
ment, and aspects of the Dodd-Frank Act of 2009. Every one of these developments 
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and each piece of legislation addressed significant issues. Yet, the cumulative effects 
of these regulations over the years have produced an unintended consequence: They 
have limited the ability of emerging growth companies to go public. 

In effect, these changes have shifted the focus of emerging growth companies 
away from pursuing IPOs and toward positioning themselves for acquisition by a 
larger company. In fact, approximately 85 percent of the emerging growth company 
CEOs surveyed by the IPO Task Force indicated that going public is not as attrac-
tive as it was in 1995. This shift toward acquisitions and away from IPOs by emerg-
ing growth companies is problematic for the U.S. economy because, as mentioned, 
acquisitions simply do not generate the same amount of job growth as IPOs. Con-
sider the impact on jobs and the general economy if companies such as FedEx, Intel 
or Microsoft were acquired by larger corporations instead of going public and main-
taining the independent growth that led them to be market leaders in their own 
right. 

Addressing these multiple, interrelated factors and mitigating their effects will re-
quire a measured and nuanced response. Many of the new regulations in recent 
years have addressed specific concerns and delivered valuable protections to inves-
tors—protections that any efforts to rebalance the regulatory scales for emerging 
companies must recognize and respect. These new requirements have raised the bar 
for companies pursuing IPOs—in terms of size, compliance and cost—in ways that 
should inspire greater investor confidence in our markets. Similarly, many of the 
related market evolutions have increased access and lowered costs for some public 
investors. These factors have resulted in a fundamental restructuring of the U.S. 
capital markets system over the past 15 years. Our IPO Task Force report examines 
this restructuring and its implications in greater depth. For my purposes here, I will 
focus on the regulatory aspects of the current IPO challenge and how S. 1933 can 
mitigate it. 

I believe the ‘‘Reopening American Capital Markets to Emerging Growth Compa-
nies Act of 2011’’ provides an opportunity to thoughtfully recalibrate these regula-
tions to reduce barriers for ECG’s in three crucial ways. First, it recognizes emerg-
ing growth companies as a unique category facing acute challenges in accessing pub-
lic capital. Second, it provides a limited, temporary and scaled regulatory compli-
ance pathway, which the IPO Task Force referred to as an ‘‘on-ramp,’’ that will re-
duce the costs and uncertainties of accessing public capital. Third, it improves the 
flow of information to investors about the initial offerings for emerging growth com-
panies. The legislation follows a balanced approach by structuring the on-ramp as 
a temporary feature available only for a limited period of 1 to 5 years, depending 
on the size of the company. 
Recognizing ‘‘Emerging Growth Company’’ Challenges 

The ‘‘Reopening American Capital Markets to Emerging Growth Companies Act 
of 2011’’ would establish a new category of issuer, called an ‘‘emerging growth com-
pany’’ (EGC) that has less than $1 billion in annual revenues at the time of SEC 
registration. These companies would benefit from a temporary regulatory on-ramp 
designed to provide EGCs with a smooth entryway into the IPO market while ensur-
ing adequate investor protection. This on-ramp status would last only for a limited 
period of 1 to 5 years, depending on the company’s size, and it would encourage 
EGCs to go public while ensuring that they achieve full compliance as they mature 
and build the resources necessary to sustain the level of compliance infrastructure 
associated with larger enterprises. 

As noted, EGC status, and the scaled regulation associated with the on-ramp, 
would last for a limited period of 1 to 5 years. Specifically, EGC status would cease 
at the first fiscal year-end after the company (1) reaches $1 billion in annual rev-
enue; (2) has been public for 5 years; or (3) becomes a ‘‘large accelerated filer’’ with 
more than $700 million in public float (i.e., market value of shares held by nonaffili-
ates). To put the bill’s limited scope in perspective, if the on-ramp provisions were 
in effect today, they would apply to only 14 percent of public companies and only 
3 percent of total market capitalization, according to the IPO Task Force estimate. 
For example, Ford Motor Company would not qualify as an EGC eligible for the on- 
ramp. Nor would Zynga be expected to qualify. However, Carbonite and Horizon 
Pharmaceuticals would. 

As someone who has spent the last 15 years seeking out, evaluating, investing 
in, and helping to build promising young companies, I cannot overemphasize the 
value of a robust and accessible IPO market. In our survey of emerging growth com-
pany CEOs, 86 percent of respondents listed accounting and compliance costs as a 
major concern of going public. Again, over 85 percent of CEOs said that going public 
was not as attractive of an option as it was in 1995. Given these concerns, for CEOs 
of successful companies deciding between pursuing an IPO or positioning themselves 
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for an acquisition, the scaled disclosure and cost flexibility provided by the bill could 
help make an IPO the more attractive option. 
Reopening Access Through Scaled Regulation 

The bill provides qualifying EGCs with a narrow, temporary and scaled regulatory 
compliance pathway that would reduce the costs of accessing public capital without 
compromising investor protection. The bill’s transitional relief is limited to those 
areas of compliance that are significant cost drivers. While those requirements may 
sensibly apply to larger enterprises, allowing EGCs to phase in these costs would 
not compromise investor protection for smaller public companies that are following 
the scaled regulation that the SEC has already developed and approved for smaller 
reporting companies. In this way, the on-ramp benefits from the SEC’s prior regu-
latory actions that carefully balanced both investor protection and the promotion of 
efficiency, competition, and capital formation, consistent with Section 3(f) of the Se-
curities Exchange Act of 1934. The scaled regulations under the bill include: 
Section 404(b) of Sarbanes-Oxley. In addition to the typical cost of auditing their fi-
nancial statements, large public companies must pay an outside auditor to attest 
to the company’s internal control over financial reporting. Studies have shown that 
compliance with Sarbanes-Oxley can cost companies more than $2 million per year, 
with much of that cost associated with the Section 404(b) requirements. All compa-
nies with a public float of less than $75 million are already exempt from Section 
404(b) because Congress has recognized the substantial burden this requirement 
would impose on smaller companies. In addition, existing regulations provide that 
all newly public companies—regardless of their size or maturity—benefit from a 
transition period of up to 2 years before they are required to comply with Section 
404(b) of Sarbanes-Oxley. Under current law, this transitional relief is available 
even for very large companies that would not qualify as EGCs. Moreover, this exist-
ing transitional relief is necessary even though the auditing standard for the Section 
404(b) audit is intended to be flexible and scalable. (The Public Company Account-
ing Oversight Board’s Auditing Standard No. 5 expressly permits a top-down, scal-
able approach for the audit and recognizes that ‘‘a smaller, less complex company’’ 
may ‘‘achieve its control objectives differently than a more complex company.’’) 
Building on these concepts, S. 1933 provides EGCs with a limited and targeted ex-
tension of the existing transition period during the on-ramp for compliance with 
Section 404(b). The bill would not affect current requirements under which manage-
ment is responsible for establishing and maintaining internal control over financial 
reporting and disclosure controls and procedures. 
Look-back for audited financials. EGCs would be required to provide audited finan-
cial statements for the 2 years prior to registration, rather than 3 years. This 2- 
year period already applies under existing SEC rules for companies with a public 
float of less than $75 million. For the year following its IPO, the EGC will go for-
ward reporting 3 years of audited financials, similar to larger issuers, without facing 
an incremental cost burden because the third year will have already been audited 
in connection with the IPO. The transition period for this element, therefore, will 
only extend for a year, which is much shorter than the full on-ramp period. 
Exemptions from long form compensation disclosure. The EGC will disclose its com-
pensation arrangements using the established format that the SEC has adopted for 
smaller reporting companies. The bill would also exempt EGCs from the require-
ment to hold an advisory stockholder vote on executive compensation arrangements, 
including advisory votes on change-of-control compensation arrangements and the 
frequency of future advisory votes. The SEC has given smaller reporting companies 
an additional year to comply with the new rules, in light of the additional burden 
these requirements impose. The bill would extend this transitional relief for EGCs 
during the on-ramp period. During that time, EGCs would still be required to com-
ply with all stock exchange governance requirements, including director independ-
ence requirements. 

The on-ramp period will give EGCs the opportunity to realize the benefits of going 
public in their first, critical years in the public markets. They will be able to allocate 
more of the capital they raise from the IPO process toward hiring new employees, 
developing new products, expanding into new markets and implementing other ele-
ments of their growth strategies—as opposed to funding the type of complex compli-
ance apparatus designed for larger, more mature companies. At the same time, 
EGCs and their management will be able to devote more time, energy and other 
resources to managing the business, charting the path to future growth and imple-
menting compliance systems that are appropriate for smaller, more nimble compa-
nies. Indeed, 92 percent of the public-company respondents in the IPO Task Force’s 
CEO survey identified the burden of administrative reporting as a significant chal-
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lenge, while 91 percent noted that reallocating their time from company building to 
compliance management has been a major challenge. 

The IPO Task Force’s membership included institutional investors who provided 
important perspectives that shaped the specific recommendations we made. In par-
ticular, the scaled regulation that we ultimately recommended, and which S. 1933 
reflects, incorporated key recommendations from the investor community that this 
constituency believes is consistent with investor protection and will ensure full dis-
closure of all relevant information by EGCs as well as the availability and flow of 
information for investors. 
Improving the Availability and Flow of Information for Investors 

Along with compliance burdens, post-IPO liquidity ranked very high among the 
concerns of emerging growth company CEOs. Institutional investors in particular 
expressed concerns about the dearth of information and exposure they had to IPO 
companies versus what they receive for other securities, making it difficult to get 
enough information to make an informed investing decision about a new issue. In 
order to increase post-IPO liquidity, investors need efficient markets with abundant, 
accurate information about newly public companies. In an effort to make IPOs more 
attractive to EGCs and investors, the bill would improve the flow of information 
about EGCs to investors before and after an IPO. It will do so primarily by updating 
existing regulations to account for advances in modes of communication since the 
enactment, 78 years ago, of the Securities Act of 1933, and to recognize changes in 
the information available to investors in the Internet era. Current rules relating to 
analyst research were initially adopted more than 40 years ago—long before the 
fundamental changes that the Internet has brought regarding the availability of in-
formation, including instantaneous access to registration statements filed with the 
SEC. The SEC has amended these rules only modestly and incrementally since that 
time. Specifically, the bill will: 
Close the information gap for emerging growth companies. Existing rules allow in-
vestment banks participating in the underwriting process to publish research on 
large companies on a continuous basis, but prohibit those investment banks from 
publishing research on EGCs. This bill would allow investors to have access to re-
search reports about EGCs concurrently with their IPOs. In other words, S. 1933 
extends to EGC investors the research coverage currently enjoyed by investors in 
very large companies. At the same time, the bill preserves the extensive investor 
protections adopted in this area within recent years. For example, S. 1933 leaves 
intact robust protections such as: 

• Sarbanes-Oxley Section 501, which requires analysts and broker-dealers that 
publish research reports to disclose any potential conflicts of interest that may 
arise when they recommend an issuer’s equity securities, including whether an 
analyst or broker-dealer currently owns other debt or equity investments in the 
issuer or has received compensation from the issuer for publishing the report 
or whether the issuer is a client of the broker-dealer. 

• SEC Regulation AC, which requires broker-dealers to include in all research re-
ports a statement by the research analyst certifying that the views expressed 
in the research report accurately reflect the research analyst’s personal views 
about the securities and to disclose whether the research analyst was com-
pensated in connection with the specific recommendations. 

• The Global Research Analyst Settlement of 2003, which severed the link be-
tween research and investment banking activities at large investment banks, 
required investment banks to use independent research and made analysts’ his-
torical ratings and price targets publicly available. 

As the SEC recognized in 2005, the ‘‘value of research reports in continuing to 
provide the market and investors with information about reporting issuers cannot 
be disputed.’’ We agree that research reports are indisputably valuable to investors 
and endorse the changes in S. 1933 that would permit research coverage of EGCs 
at the time of an IPO, rather than the current regime, which permits research only 
for large, established public companies. The bill’s changes would address the current 
information shortfall by providing a way for investors to obtain research about IPO 
candidates, while leaving unchanged the robust and extensive investor protections 
that exist to ensure the integrity of analyst research reports. 
Permit emerging growth companies to ‘‘test the waters’’ prior to filing a registration 
statement. The bill would permit EGCs to gauge preliminary interest in a potential 
offering by expanding the range of permissible prefiling communications to institu-
tional and qualified investors. This would provide a critically important mechanism 
for EGCs to determine the likelihood of a successful IPO. For a company on the 
verge of going public, but not quite ready, getting that investor feedback beforehand 
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improves the chances of a successful IPO at a later date. This benefits issuers and 
the public markets in the process by helping otherwise-promising companies avoid 
a premature offering. All of the antifraud provisions of the securities laws would 
still apply to these communications, and the bill ensures that the delivery of a stat-
utory prospectus would still be required prior to any sale of securities in the IPO. 
Permit confidential prefiling with the SEC. Currently, foreign entities are permitted 
to submit registration statements to the SEC on a confidential basis under certain 
circumstances, even though U.S. companies are not. Since the recent introduction 
of S. 1933, the SEC staff has updated its policy in this area to permit confidential 
filings for foreign Governments registering debt securities and foreign private 
issuers that are listed or are concurrently listing on a non-U.S. securities exchange. 
This accommodation is not available to domestic issuers. Allowing U.S. companies 
to make confidential submissions of draft registration statements would allow EGCs 
to commence the SEC review process in a far more efficient and effective manner. 
In particular, this process would remove a significant inhibitor to IPO filings by al-
lowing pre-IPO companies to begin the SEC review process without publicly reveal-
ing to competitors sensitive commercial and financial information before those pre- 
IPO companies are able to make an informed decision about the feasibility of an 
IPO. The bill would require U.S. companies that elect to use the confidential sub-
mission process to make public the filing of the initial confidential submission as 
well as all amendments resulting from the SEC review process, thereby providing 
full access to the information before an IPO that is traditionally disclosed to the 
public during the registration process. The bill would also require such a public fil-
ing at least 21 days before the pre-IPO company commences a road show with po-
tential investors, providing ample time for public review of all changes made in all 
amendments to the registration statement occurring during the SEC review process. 
Conclusion 

With the U.S. economic recovery stalled, unemployment hovering near 9 percent 
and global competition ramping up, the time to revive the U.S. IPO market and 
jumpstart job creation is now. We believe that the ‘‘Reopening American Capital 
Markets to Emerging Growth Companies Act of 2011’’ can help us accomplish those 
goals without compromising important investor protections, including many of the 
reforms implemented in recent years. 

The bill provides measured and limited relief, for a period of 1 to 5 years, to a 
small population of strategically important companies with disproportionately posi-
tive effects on job growth and innovation. We believe that these changes could pro-
vide powerful incentives for those emerging companies to more seriously consider 
an IPO as a feasible alternative when they are deciding between the growth poten-
tial of an IPO versus the safer and easier path of an acquisition transaction. As a 
result, we believe these changes could bring those alternatives back to their histor-
ical balance—a balance that has, in prior years, allowed IPOs to occur more easily 
and, in so doing, supported America’s global economic primacy for decades. 

I urge the Members of this Committee to support the passage of the ‘‘Reopening 
American Capital Markets to Emerging Growth Companies Act of 2011.’’ By doing 
so, we can reenergize U.S. job creation and economic growth by helping reconnect 
emerging companies with public capital—all while enabling the broadest range of 
investors to participate in the growth of those companies through a healthy and 
globally respected U.S. capital markets system. These outcomes are not only con-
sistent with the spirit and intent of the current regulatory regime, but also essential 
to preserving America’s strength for decades to come. 

In closing, I want to personally thank you for the opportunity to discuss these im-
portant issues with you today. I look forward to answering any questions you may 
have and, I thank you for your service to our country in your capacity as Members 
of Congress and your attention to this critical issue. 
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EXECUTIVE SUMMARY 

I. Executive Summary 

This report recommends specific measures that policymakers can use to increase U.s. job creation and dr i ~e o~eral l 

economic growth by impro~i ng access to the public markets for emerging, high-growth companies. 

For most of the last century, America's most promising young companies have pursued initial public offerings (IPOs) 
to access the additional capital they need to hire new employees, de~elop their products and expand their 
businesses globally. Often the most significant step in a company's de~elopment, IPOs have enabled these 
innovative, high·growth companies to generate new jobs and revenue for the u.s. economy, while investo rs of al l 
types have harnessed that growth to build their portfolios and retirement accounts. We refer to these companies in 
this report as Memerging growth" companies (defined more specifica lly for purposes of this report on page 20). 

Chart A: IPOs Finance Significant Job Creation 

1971h 19SO, 1990, 20"' Overall 

Du ring the past 1S years, the number of emerging growth companies entering the capital markets through IPOs has 
plummeted relative to historical norms. This trend has transcended economic cycles during that period and has 
hobbled U.S. job creation. In fact, by one estimate, the decline of the U.S. IPO market had cost America as many as 
22 million jobs through 2009.i1l During this same period, competition from foreign capital markets has intensified. 
This dearth of emerging growth IPOs and the diversion of global capital away from the u.s. markets - once the 
international destination of choice - ha~e stagnated American job growth and threaten to undermine U.S. economic 
primacy for decades to come. 

In response to growing concerns, the U.S. Treasury Department in March 2011 convened the Access to Capital 
Conference to ga ther insights from capital markets participants and sol icit recommendations for how to restore 
access to capital for emerging companies - especially public capital through the IPO market. Arising from one of the 
conference's working group con~ersations, a small group of professionals representing the entire ecosystem of 
emerging growth companies - venture capitalists, experienced ([Os, public investo rs, securities lawyers, 
academicians and in~es tment bankers - decided to form the IPO Task Force to examine the conditions leading to the 
IPO crisis and to prOvide recommendations for resto ring effective access to the public markets for emerging, high· 
growth companies. 

In summary, the IPO Task Force has concluded that the cumulative effect of a sequence of regulatory actions, rather 
than one single event, lies at the heart of the crisis. While mostly aimed at protecting investors from behaviors and 
risks presented by the largest companies, these regulations and related market practices have: 

1. dri~en up costs for emerging growth companies looking to go publiC, thus redUCing the supply of such 
compan ies, 
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EXECUTIVE SUMMARY 

2. constrained the amount of information available to investors about such companies, th us making emerging 
growth stocks more difficult to understand and invest in, and 

3. shifted the economics of the trading of public shares of stock away from long-term investing in emerging growth 
compan ies and toward high-frequency trading of large-cap stocks, thus making the IPO process less attractive 
to, and more difficult for, emerging growth companies. 

These outcomes contradict the spirit and intent of more than 75 years of u.s. securities regulation, which originally 
sought to provide investor protection through increased information and market transparency, and to encourage 
broad investor participation through fai r and equal access to the public markets. 

Chart B: 
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To help clear these obstacles for emerging growth companies, the IPO Task Force has developed four specific and 
actionable recommendations for policymakers and members of the emerging growth company ecosystem to fos ter 
U.S. job creation by restoring effect ive access to capital fo r emerging growth companies. Developed to be targeted, 
scalable and in some cases temporary, these recommendations aim to bring the existing regulatory structure in line 
with current market realities while remaining consistent with investor protection. The task fo rce's recommendations 
for pol icymakers are: 

1. Provide an NOn_Ramp~ for emerging growth companies using existing principles of scaled regu lation. We 
recommend that companies with total annual gross revenue of less than $1 billion at IPO registration and that 
are not recogn ized by the SEC as ·well-known seasoned issuersN be given up to five years from the date of their 
IPOs to scale up to compliance. Doing so would reduce costs for companies while still adhering to the fi rst 
principle of investor protection. (Page 19) 

2. Improve the availability and flow of information for investors before and after an IPO. We recommend 
improving the flow of information to investors about emerg ing growth companies before and after an IPO by 
increasing the availability of company information and research in a manner that accounts for technological and 
communications advances that have occurred in recent decades. Doing so would increase vis ibi lity for emerging 
growth companies while main taining existing regulatory restrictions appropriately des igned to curb past abuses. 
(Page 26) 

3. Lower the capital gains tax rate for investors who purchase shares in an IPO and hold these shares fot a 
minimum of two years. A lower ra te would encourage long-term inves tors to step up and commit to an 
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EXECUTIVE SUMMARY 

allocation of shares at the IPO versus waiting to see if the company goes public and how it trades after its IPO. 
(Page 30) 

In addition to its recommendations for policymakers, the task force has also developed a recommendation for 
members of the emerging growth company ecosystem: 

4. Educate issuers about how to succeed in the new capital markets environment. The task force recommends 
improved education and involvement for management and board members in the choice of investment banking 
syndicate and the allocation of its shares to appropriate long·term investors in its stock. Doing so will he lp 
emerging growth companies become better consumers of investment banking services, as well as reconnect 
buyers and sellers of emerging company stocks more efficiently in an ecosystem that is now dominated by the 
high·frequency trading of large cap slocks. (Page 31) 

The recommendatiOfls above aim to adjust the scale of current regulations without changing their spirit. 
Furthermore, the task force believes that taking these reasonable and measured steps \YOuld reconnect emerging 
companies with public capital and re-energize U.S. job creation and economic growth - all while enabling the 
broadest range of investors 10 participate in that growth. The time to take these steps is now, as the opportunity to 
do so before ceding ground to our global competitors is slipping away. 

For this reason, the members of the IPO Task Force pledge their cont inued participation and support of this effort to 
put emerging growth companies, investors and the U.S. job market back on the path to growth. 
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BRIEF BACKGROUND AND PURPOSE 

II. Brief Background and Purpose 

In March 2011, the u.s, Department of the Treasury convened the Access to Capital Conference to gather insights 
from capita l markets participants and solicit recommendations for how to restore effective access to cap ital for 
emerging companies, including public capital through the IPQ market. Arising from of one of the conference's 
working group conversations, a small group of professionals representing the entire ecosystem of emerging growth 
companies -venture capitalists, experienced CEDs, public investors, securiti es la 'N'(ers, academicians and investment 

bankers - decided to form the IPO Task Force (Appendix A, page 11) in order to 1) examine the challenges that 
emerging growth companies face in pursuing an IPO and 2) develop recommendat ions for helping such companies 
access the additional capi ta l they need to generate jobs and growth for the U.S. economy and to expand their 
businesses globally. 

This report recommends specific measures that policymakers can use to increase U.s. job creation and drive overall 
economic growth by improving access to the public markets for emerging, high'growth companies. 
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EMERGING GROwrH COMPANIES DRIVE U.S. JOB CREATION 

III. Emerging Growth Companies Drive U.S. Job Creation 

For most of the last cen tury, America's most promising young companies have pursued IPOs to access the additional 
capital they need to hire new employees, develop their products and expand their businesses globally. Often the 
most significant step in a company's development, IPOs enabled these innovative, high-growth companies to 
generate new jobs and revenue for the U.S. economy, while investors of all types harnessed that growth to buHd 
their portfolios and retirement accounts. We refer to these companies in th is report as "emerging growth" 

companies [defined more specifically for purposes of th is report on page 10). 

9Z~ ofjob growth occurs ofter 0 

company's IPD. Mast a/that 
growth occurs within the first 
five years a/the IPD.(l) 

The ro le of these emerging growth companies in creating American jobs 
cannot be understated. From 1980 to 1005, firms less than five years old 

accounted for all net job growth in the U.S. lll In fact, 91 percent of job 
growth occurs after a company's initial public offering, accord ing to data 
from lHS Global Insight. Furthermore, in a survey of emerging growth 
companies that have entered the public markets since 1006, respondents 

reported an average of 86 percent job growth since their IPOs (See Appendix 
C, page 36). 

Indeed, some of America's most iconic and innovative companies - Apple, Cisco, FedEx, Genentech and Starbucks
entered the public maliets through small-cap offerings at a time when the markets were more hospitable to small· 
and mid·cap stocks. These companies also received venture capita l funding as startups. While none of the challenges 

or recommendations outlined in th is report are exclusive to venture capital -backed companies, such companies 
serve as useful proxies when discussing the disproportionately positive impact of emerging growth companies on 
U.S. job creation and revenue growth. For example, while investment in venture·backed companies equates only to 
between 0.1 percent and 0.1 percent of U.S. gross domestic product each year, companies with venture roots 
employed 11 percent of the total U.S. private sector workforce and generated revenues equal to 11 percent of u.s. 
GDP in 1010.(3) 

Chart C: Innovative Companies Create Jobs and Grow Quickly 
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THE IPO MARKET DECUNE 

IV. The IPO Market Decline 

OVer the last decade, the number of emerging growth companies entering the capital markets through IPOs has 
plummeted. This trend has persisted independent of the economic cycles during this same time. After achieving a 
one-year high of 7911POS in 1996, the U.s. averaged fewer than 157 per year from 2001 to 2008. In fact, only 45 
companies went public in 2008.U') The numbers for the last two years have rebounded sl ightly, but remain wel l 
below historical norms and well below the amount required to replace the number of listed companies lost to 
mergers, acquisitions, de-listings and bankruptcy. 

Venture-backed emerging growth companies illustrate the trend. From 1991 to 2000, nearly 2,000 such companies 
(which, as noted above, typically grow larger and faster than their peers) went publiC as compared to only 477 from 
2001 to 2010.(21 That represents a drop of more than 75 percent. In addit ion, the companies that make it to the 
public markets are taking twice as long to do so: The median age of a venture-backed company at the lime of its IPO 
has nearly doubled in recent years. The average age atlPO of companies going public between 1997 and 2001 was 
approximately five and a half years, compared with more than nine years for companies going public between 2006 
and 2011.(1l As a result, many smaller companies have life spans as private companies longer than venture fund life 
cycles and employee stock option terms. 

Chart 0: 
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OVer th is same period, the prevalence of IPOs versus acquisit ions of emerging growth companies has undergone a 
stunning reversal. Acquisitions by a shrinking number of larger companies (due to the lack of IPOs) have become the 
primary liquidity vehicle for venture capita l·backed companies as compared to IPOs.(4) This is signifi can t because 

M&A events don't produce the same job growth as IPOs - nor do they allow investors to part icipa te as directly in the 
economic growth of a stand-alone company. In fact, M&A events result in job losses in the short term as the 
acquiring company looks to eliminate redundant positions between the two enterprises. Subsequent job growth may 
occur at the acquiring company, but only over time, and only after those initial job losses are recovered. 
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FEWER IPOs: l ESS JOB GROWTH 

Chart E: Shift from IPOs to M&A 
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V. Fewer IPOs: Less Job Growth 

Imagine haw different Seattle, 
Cupertino or Austin would laok 
today if - instead af going 
public - Microsoft, Apple or 
Dell had undergone on 
acquisition by on old-line 
ranglomerate. 

Given the propensity of emerging growth companies for generating new jobs, 
it is little wonder that the pri mary casualty in the decl ine of Ame rica's IPO 
market has been job creation. By one count. ·up to 22 mil lion jobs may have 
been lost because of our broken IPO market.~Ul Meanwhile, U.S. labor 
Department statistics suggest that the number of unemployed and under
employed Americans reached approximately 25 million in 20ll.lll 

The adverse effects brought on by the IPO market decline across the entire American capital markets system have 
begun to undermine U.S. global economic primacy. The United States ra ised just 15 percent of global lPO proceeds in 
2010, down from its average of 28 percent over the precedil"€ 10 years ,llI 

I 
The losers in the IPO crisis Off! the u.s. workers who would have been hired by emerging growth companies had I 
they been able to go public and generate new jobs through their subsequent growth. 

(I) O. wtitd ood C. K". Gia"1 n'omt"". A W/li N p Call lo"'m" icQ at JICIOt 2(~tmbt, 2009/. 
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REGULATORY AND MARKET ROADBLOCKS 

VI. Regulatory and Market Roadblocks 

While the costs of the IPO market's dec line to the U.S. economy are clear, its causes cannot be traced to one single 
e~ent. Rathe r, a complex series of changes in the regulatory e n ~i ronment and related market practices, most of 
which were intended to sol~e problems unrelated to emerging growth company IPOs, has: 

1. driven up costs for emerging growth companies looking to go public, thus reducing the supply of such 
companies, 

2. constrained the amount of information available to investors about such companies, thus making emerging 
growth company stocks more difficult to understand and invest in, and 

3. shifted the economics of investment banking away from long-term investing in such companies and toward 
high-frequency trading of large-cap stocks, thus making the IPO process less attractive to, and more difficult for, 
emerging growth companies. 

These outcomes contradict the spirit and intent of more than 7S years of U.S. securities regulation, which originally 
sought to provide investor protection through increased information and market transparency, and to encourage 
broad investor participation th rough fai r and equal access to the public markets_ In most cases, the regulat ions were 
intended to address market issues created excl us ively by the behavior of, and risks presented by, the largest 
companies. While some regula tions succeeded in this aim, almost all of them have created unintended adverse 
effects on emerging growth companies looking to access public capital. 

The collective result of these wel l·intentioned but "one-si le·fits-aIIN regulations and the market changes they have 
engendered amounts to nothing less than a fundamental change in the structure of the U.S. capita l markets. The 
losers in this restructuring are the U.S. workers who would have been hired by emerging growth companies had 
those companies been able to go public and generate new jobs through their subsequent growth. 
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REGULATORY AND MARKET ROADBLOCKS 

A. Impact on Supply of Emerging IPOs 

Whi/r 96" af rmrrging growth 
campanirs survryed agrerd that 
a strong and accessible small cap 
IPO market was impartant, anly 
13" agreed that the current 
market is easily accessible far 
small campanies.(l) 

An IPO represents one of the most significant steps in a young company's 
growth cyeie, Unfortunately, a series of rules, regulat ions and other 

compliance issues aimed at large-cap, already·public companies has 
increased the time and costs required for emerging companies to take this 
critical first step. 

Many of the rules and regulations adopted over the last 15 years aimed to 
respond to scandals or crises at major public companies and to restore 

confidence in the publiC markets by requi ring public companies to adopt more stringent financial and accounting 
controls. These requirements are included in the dozens of rulemakings (some of which are still pending) following 
the Sarbanes-Oxley Act of 2002, the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010, and 
~arious accounting and compl iance requirements. Financial Accounting Standards Soard (fASBI and Public Company 

Account ing Oversight Board (PCAOBI rules can further increase the compl iance challenge, as discussed further 
below. 

Chart G: The Regulatory Cascade 
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1003 G!oooI Ana~tSett!ement Separates Research & Ban~ing 

100Hoday Dodd ·F,an~ Act 

Two recent surveys of pre- and post-IPO companies - one initiated by the IPO Task Force (see Appendix C for 
summary resultsl and one conducted by a company currently in registration by reviewing public filings of its peers'21 -
place the average cost of achieving initial regulatory compliance for an IPO at $2.5 mill ion, fo llowed by an ongoing 
compliance cost, once public, of $1.5 mill ionl3) per year. These figu res can represent a significant amount of an 

emerging company's earnings before interest, taxes, depreciation and amort ization (ESITDAI and can lower the 
company's market cap based on EBITDA multiples by tens of millions of dollars. Respondents to the task fo rce survey 
listed the regulatory burdens of going public as their primary concerns. 

(I) wo r .. t Hm. AU~",f lOl! aD 5u""y 1m Apptoo;" (~ 

(2) 5I/"t)' 'OOOlKf.d bya "';"' f. ,ompony.io fill ioo.ptndtnr , .... w of PIIbl~ filings for 47l1'O1 ,a~i>9 )", tlHrn $.<reM in lOll. 

(1) R" ukr <o",pllfdftom !Wf} dif/mm "'''''I''- flit fim """ iniooffd by Iht r .. Ho",; lIIt!hodobgy and IHmmcny ,,,uln <fill " found in Apptlldit" C. 
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ChartH: The Costs of Going and Staying Public are High 
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These high costs can force a grim tradeoff for management: 1) commit these resources to achieving and mainta ining 
compliance in an uncertain IPO market, or 2) postpone (or forgo altogether) an IPO to continue developing the 
company's product offering and bui lding the enterprise at a lower growth trajectol)'. Given that completing an IPO 
involves a great deal of risk and uncertainty for an emerging growth company, especially in a down cycle, many 
companies are choosing the second option with the target exit being acquisition by a larger wmpany. As described 
earlier, this outcome not only generates less short-term job growth, but can actually reduce the number of jobs in 
the short run when the acquiring company eliminates redundant positions. 

While these rules apply to public companies, emerging growth companies must be ready to comply with them at, or 
very soon after, the time of their IPOs and typical ly must begin to build up a significant compliance infrastructure a 
year or two ahead of time. Currently, companies with market cap italizations of under $7S million (known as NSmalier 
Reporting CompaniesN or NSRCs") are exempted from a broad range of rules that apply to all larger companies. Whi le 
the idea behind this exemption is sound, the execution fa lls short of market realities. First, it creates a false 
dichotomy within the equities space wherein a company is either a micro·cap or a large cap. This is akin to classifying 
all motor vehicles as either sub-compact cars or semi-trucks - with nothing in between. Second, the current system 
holds even the smallest cap companies to the large-cap standards before they can go public. As a result, emerging 
growth companies and U.S. workers pay the price -literally. 

The continued implementation of various rules under the Dodd·Frank Act, along with proposed FASB and PCOAB 
initiatives under discussion, will likely further increase the compliance challenge for emerging growth companies. 
For example, matters under consideration in the PCOAB's recent concept release on new auditor fi rm rotation 
threaten to increase costs even further for emerging growth companies. This requirement is in addition to the 
exis ting requirement that al l individual auditors assigned to an account be rotated regularly with other auditors 
within the same firm. For an emerging company, hiri ng a new audit fi rm a year or two after an IPO is vel)' expensive. 
This is because it often takes a wmpany a year or two to fully educate its auditor about the company's business 
model and for the auditor to use that knowledge to deliver services efficiently. For these reasons, the first year or 
two of the engagement are the most costly for a company. The rotation rule would force a company to drop its audit 
firm just as the re lat ionship is becoming cost·efficient, and start the education process anew with a different audit 
firm. Rel ief under current and proposed rules for small companies does not compromise investor protection as the 
incidence of accounting fraud by small companies is no greater than fortheir large peers.ll! 

(lJ J(H"", 51!Htiliy Audir """'yri< R. Itos. dMoy lO11 
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Cumulatively, the unin tended effects of these current and pending regulations - the increasing length of time 
between initia l start-up and liquidity event, the increasing compliance costs associated with becoming and 
maintaining a public company in the U.S., the significantly larger market capitaliza tion and revenue size required to 
go public, the financial, accounting and compliance infrastructure requi red to go public in today's environment -
have likely delayed, diverted or discouraged hundreds of companies from entering the public marKets since the mid· 
199Os. The long·term economic impact for U.S. workers and consumers resulting from the lost jobs and revenues 
from these companies cannot be underestimated. 

Recommendation #1: 

Provide an "On-Ramp" for emerging growth companies using existing principles of scaled regulation. 

1.1 Create a new category of issuer, Hemerging growth company,H that lasts up to five years and is 
transitional. 

1.2 Define such companies by the following criteria: 

1.2.1 Annual revenue ofless than $1 b~lion 

1.2.2 Not re<cgnized by the SIC as a "well-lmown seasOMed issuer" 

1.2.3 Registered for an IPO, or less than five years post·IPO 

1.3 Build on existing scaled disclosure rules to ease compliance burdens during the transition period 
while maintaining investor protection. 

1.4 Apply scaled On-Ramp regulations only as long as a company qualifies as an emerging growth 
company. 

Detailed recommendation on page 19. 

The task force made its recommendations with the objective of maintaining the principles of investor protection and 
sought investor input into the limited measures tha t are recommended in this report. When analyzing the cohorts of 
emerging growth companies that went publiC over the last five years, emerging growth companies never exceed 1S 
percent of all companies listed on the exchange (see Appendix 0, page 42). Market cap was rejected as a basis for 
determining status as an emerging growth company because, in a volatile market, companies often have limited 
visibility of or control over their market cap. A revenue·based test satisfied the objective of increased certainty 
regarding the applicability of key regula tions. 

The primary reasons emerging growth companies seek capital are to grow their businesses, pursue promising new 
products and innovations, and create jobs. Enabling them to use an On-Ramp (for some or all of the scaled 
regulat ion and disdosure) for a period of time after their IPOs will reduce their costs in trying to achieve these goals. 
Based on interviews wi th pre- and post·IPO companies, we would expect the On-Ramp scaling to reduce internal and 
external compliance costs for such companies by 30 percent to 50 percent. It wil l also al low them to build the 
resources to satisfy the additional regulatory burdens to which large, mature companies are accustomed. We expect 
that this wil l result in a larger supply of emerging growth companies going public and increased job creation over the 
long term. 

11 
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Chart I: Public Company CEOs: Most Significant IPO Challenges 
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B. Changes to the IPO Channel 

As described earlier, the extraordinary sequence of regulatory interventions and the market changes it has 
engendered have fu ndamenta lly changed the structure of the U.S, capital markets. This new market structure has 
shifted the economic: incentives for financial institutions away from long-term investing in a company's fu ndamental 
growth - upon which emerging growth companies and their IPQs rely - and toward short-term trading driven by 
volatility and changes in market price. In the process, it has broken the traditional relationship between buyers and 
selle rs of emerging growth company stocks. 

This shift began in the late 1990s with the rise of electronic trading, which led to lower commissions and reduced the 
role of traditional brokers, who helped to expose inves tors to a wide array of stocks - including small caps. The 
adoption of decimal pricing Iwherein stocks are priced in pennies instead of by fractions of dol lars) by 2001 further 
reduced the economic opportunity per trade for investment banks. 

In the new, low·cost, frictionless environment promulgated by electronic trading and decimalization, investment 
banks now generate revenue primarily by executing a high volume of low·priced trades meant to capitalize on short· 
term changes in the price of highly liquid, very large·cap stach. 

Chart J: Channel Focus: Trading Drives Revenue for Largest Investment Banks 
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The rise of algorithmic trading strategies and high-frequency execution [known collectively as high-frequency 
trading, or HFTI illust rates this shift in stark terms. High-frequency trading now accounts for nearly 75 pe rcent of all 
equities trading volume at U.S. exchanges}l) compared with slightly more than 20 percent in 2004.(1) 

The problem fo r emerging growth company stach is that high-frequency trading is driven by non-fundamental 
factors such as price discrepancies among various market makers, rela tionships between various stocks and 
commodities, and price movements, as opposed to by a particular company's prospects for growth and profitability. 
In add ition, HFT positions are closed out at the end of every day - the exact opposite of the type of long·term, 
fundamentals-based stra tegy that favors emerging growth IPQs. In this environment, large stocks can sometimes 
function more like commodities whose value is driven more by their volatil ity, liqu id ity and the amount of the 
company's sha res available for trading in the public market li ls "floa t") than by the long-term growth they may offer 
to their ho lders. With their large floals and high visibility with investors, large-cap stocks can support this model. 
Most inves tment banking research, especially for the investment banking fi rms with significant t rading and prime 
brokerage operations, is now focused on supporting these la rge cap companies, which represent most of the 
business of those firms. 

(JJ Sou,,", TIw T.66 Gro"P, Ail, G,OIIp. 

/1) Sou"" TIlt T.M>G,""p. 
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By contrast, emerging growth stocks do not fit this model. They begin thei r "public" lives with modest liquidity levels 
and small floats - both of which they must grow over time through strong fundamental growth and increased 
visibility. Due to this relative lack of liquidity and floa t, emerging growth company stocks simply don't produce 
enough trading volume to make money for the investment bank's trading desk and therefore the investment bank as 
a whole. This undermines the incentive for investment banks to underwrite and make markets for newly public 
companies. 

As the revenue drivers for investment banks have shifted to trading, the focus of thei r research departments has 
understandably followed suit. Already, decimalization had put the economic sustainab il ity of sell·side research 
departments under stress by reduci ng the spreads and trading commissions that form erly helped to fund research 
analyst coverage. The Global Analyst Sett lement of 2003 increased tha t stress by prohibit ing the direct compensation 
of research analysts through inves tment bank i ~ revenue. This limited the compenSdtion sources for analysts to 
trad ing revenues. As a result, most sell·side research analysts have shifted their attention to the high·volume, high· 
liquidity la rge·cap stocks tha t now drive revenues for their institut ions and provide the basis for their compensation. 
This shift has resulted in less research coverage of emerging growth companies and thus less transparency and 
visibility into emerging growth companies for investors - an outcome that contradicts the original intent of the 
regulat ions in question. Instead, these regulations and market changes have produced less effic ient markets in which 
long·term growth investors have less information about and access to the emerging growth com panies that need 
capital the most. 

Recommendation #2: 

Improve the availability and flow of information for investors before and after an IPO . 

2,1 Improve the availability and flow of research coverage. 

2.2 Expand and clarify elisting safe harbors. 

2.3 Eliminate unnecessary research quiet periods. 

2.4 Eliminate unnecessary restrictions on analyst communication . 

2.5 Facilitate capital formation by expanding permissible communications between issuers and 
prospectiV1! investors and by providing for confidentiallPO filings . 

Detailed recommendation on page 26. 

The task force developed the above recommendations under the premise that more information for investors is 
always better than less. It also allows emerging growth companies to · be h eard~ in the midst of the high-volume, 
large· cap· dominated trading landscape. Again, this remains consis tent with historical first principles regardi~ the 
intent of u.s. securiti es regulation. Improving the flow of information about emerg ing growth companies to inves tors 
before and after an IPO can increase visibil ity for emerging growth companies while maintaining transparency for 
investo rs. In some cases, th is will simply require an update of regulations that have been in place fo r 80 years to 
refl ect today's marketplace and communications realities. 

Despite the shift in economics and the paucity of information about emerging growth companies, there remains a 
vibrant community of boutique investment banks and growth -company investo rs wi lling to execute and invest in 
emerging growth IPOs. In the current environment, however, gaining access to emerging growth IPOs has become a 
challenge. In the wave of investment bank consolidation triggered by the passage of the Gramm-Leach-Bliley Act of 
1999, large institutions acqui red many of the most prominent and successful ·growth stock investment banks," 
which increased the market strength of the largest investment banks. The combination of bra nd power and adverse 
market cycles has enabled the larger investment banks to garner a dominant market share of the dwindling IPO 
market. As a result, companies have shifted away from diversified investment banking syndicates that include 

14 
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growth-oriented investment banking firms who, in the past, were allocated shares to place with investors looking for 
long-term growth. Instead, current practices favor syndicates that are dominated purely by the largest investment 
banks. In this model, the large investment banks have incentives to place IPO shares with thei r biggest trading 
counterparts, rather than long-term growth investors, who are the stronges t holders of emerging growth company 
IPOs. 

Once again, these changes have undermined their original intents by making it more difficu lt for public investors 
wishing to invest in the long·term growth of innovative, emerging companies to gain access to such stocks. 

Recommendation #4 

Members of the emerging growth ecosystem must educate issuers about how to succeed in the new 
capital markets environment. 

4.1 Choice of balanced investment banking syndicate. 

4.2 Increase issuer's role in IPO allocation process with the goal to create an optimal mix of investors for 
thecompany. 

4.3 Improve practice of investor communication. 

Detailed recommendations on page 31. 

The IPO Task Force developed the above re<:ommendations with the goal of restoring the broken link between 
emerging growth companies and the public investors who wish to invest in them. By educating issuers about the new 
capital markets environment described above, we can help them become better consumers of investment banking 
services and fi nd long-term institutional small·cap investors that best fit their evolving investor bases. This wi ll help 
reconnect buyers and sellers of emerging growth stocks more efficiently. The Task Force believes responsibil ity for 
this education effort lies not with policy makers but rather with all members of the emerging growth company 
ecosystem. 

15 



61 

VerDate Nov 24 2008 12:02 Jan 10, 2013 Jkt 048080 PO 00000 Frm 00065 Fmt 6621 Sfmt 6621 L:\HEARINGS 2011\12-14 EXAMINING INVESTOR RISKS IN CAPITAL RAISING\HEARING\12
14

11
19

.e
ps

REGULATORY AND MARKET ROADBLOCKS 

C. Impact on Demand 

As described in the prior section, demand for emerging growth company IPOs persists among a number of investor 
communities. This persistent demand in the face of shifting market economics underscores the value that smaller 
IPOs can still deliver to investo rs and the urgency of addressing the supply and channel issues outlined earlier in th is 
report. Unfortunately, changes in the U.S. market structure have lowered the supply of such IPOs and have limited 
both the amount of available information and access to the shares of emerging growth companies for long-term 
growth investors. 

In addition to addressing these measures, policymakers can reinforce demand for emerging growth company IPOs 
and maximize their effectiveness by using the tax code to create an additional incenti ve for investors. Such an 
incentive can draw long-term investors to buy at an emerging growth tompany's IPO, when that purchase will deliver 
the greatest benefit for the issuer, which is to bring them into the realm of being a publicly traded company and ra ise 
capital for growth. Without these first purchasers, an IPO cannot happen. 

Recommendation #3: 

Lower the capital gains tax rate for investors who purchase shares in IPO and hold these shares for a 

minimum of two years. 

Detailed recommendation on Page 30. 

Using tax policy to encourage long-term investi ng is a time-tes ted tool in U.s. regula tory practice. By lowering the 
capital gains rate for buyers of newly issued stock if they hold it for two years from the IPO date, policy makers can 
assist emerging growth companies in attract ing long-term investors to thei r IPOs at the initial alloca tion - thereby 
helping to ensure that the companies successfu lly access the public markets and bring the benefits of job growth and 
appreciation in value to employees and investors al ike. 

Chart K; Demand Exists: Emerging Company IPOs Deliver Returns to Investors 
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VII. Detailed Recommendations 

The precipitous decline of the U.S. IPO market - driven by a paucity of emerging growth companies going publiC -
has stifled job creation, undermined U.S. economic strength and imperiled America's global technology leadership. 
Histo rica lly one of the most re liable routes to growth for young companies, the small cap IPO market has been 
damaged and needs immediate repai r. 

This decline stems from a fundamental sh ift in the structure of the U.S. capital markets brought on primarily by 
regulat ions and related market forces. For some aspects of the new market reality, such as decimalization, there's no 
tu rning back - nor should there be, as investors have benefited from greater market access and reduced trading 
costs. For a number of other fa ctors, however, opportunities exist to make limited and reasonable adjustments that 
can help restore the access to the public capital that emerging growth companies need to hire new employees, 
develop their products and grow thei r businesses globally. 

To th is end, the IPO Task Force has developed four recommendat ions that can serve as a roadmap for policvmakers 
and members of the emerging growth company ecosystem to revive America's IPO market and the jobs growth it can 
generate. Developed to be targeted, scalable and in some cases temporary, these recommendations aim to bring the 
exis ting regulatory structure in line with current market real ities while remaining consistent with its overarching 
goals of increased investor protection and participation. The task fo rce's recommendations fo r pol icvmakers are: 

1. Provide an NOn.Ramp~ fo r emerging growth companies using existing principles of scaled regulation. We 
recommend that companies with tota l annual gross revenue of less than $1 bill ion at IPO regis tration, and that 
are not recogn ized by the SEC as ·well-known seasoned issuers~ be given up to five years from the date of their 
IPOs to scale up to compliance. Doing so would reduce costs for companies while still adhering to the fi rst 
princip le of investor protection. (page 19) 

2. Improve the availability and flow of information for investors before and after an IPO. We recommend 
improving the flow of information to investors about emerging growth companies before and after an IPO by 
increasing the availability of company information and research in a manner that accounts for technological and 
communications advances that have occurred in recent decades. Doing so would increase visibil ity for emerging 
growth companies while main taining existing regulatory restrictions appropriately des igned to curb past abuses. 
(Page 26) 

3. lower the capital gains tax rate for investors who purchase shares in an IPO and hold these shares for a 
minimum of two years. A lower ra te would encourage long-term inves tors to step up and commit to an 
allocation of shares at the IPO versus waiting to see if the company goes public and how it trades after its IPO. 
(Page 30) 

In addition to its recommendations for policvmakers, the task force has also developed a recommendat ion for 
members of the emerging growth company ecosystem: 

4. Educate issuers about how to succeed in the new capital markets environment. The task force recommends 
improved education and involvement for management and board members in the choice of inves tment banking 
syndicate and the allocation of its shares to appropriate long-term investors in its stock. Doing so will he lp 
emerging growth companies become better consumers of investment banking services, as wel l as reconnect 
buyers and sellers of emerging company stocks more efficiently in an ecosystem that is now dominated by the 
high-frequency trading of large cap stocks. (Page 31) 
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Over the long term, the IPO Task Force believes that enacting these recommended changes wil l benefit all 
entrepreneurs who have developed successful, high-growth companies and who qua lify for access to public, late
stage growth capital. Each of these action steps is outl ined in greater depth in the sections tha t follow. 

I 
"This proposal odds to the ancient rule a/caveat emptar, the further doctrine, 'Let the seller also beware.' It puts 
the burden a/telling the whole truth on the seller. It should give impetus to honest dealing in securities and 
thereby bring bock. public confidence." President Fronk.lin D. Roosevelt, referring to The Securities Act of 1933. 
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DETAILED RECOMMENDATI ONS 

A. Recommendation #1: 

Provide an HOn·RampH for emerging growth companies using existing principles of scaled regulation . 

Our first recommendation is to modify the current framework for IPO issuers and new reporting companies by 
expanding the system of scaled securities regu lation for these emerging growth companies. Congress and the 
Securities and Exc hange Commission (SEC) have had a history of scal ing regulation for companies and transactions 
when warranted, as discussed in the 2006 Final Report of the Advisory Committee on Smaller Public Companies.1ll 

In fact, as a result of the 2006 Report and its recommendations, in 2007 the SEC adopted rules pro~ iding regulatory 
re lief and simpl ifica tion for Smaller Repo rting Companies (SRCs) in the form of scaled disclosure, noting at the time 
that scaled disclosure would "promote capital format ion for smaller report ing companies and improve their ability to 

compete with larger companies for capital" as well as reducing their compliance costs and, in turn, the associated 
-costs to raise capita r .l<) The SEC again provided regulatory relief in a 2010 rule exempting smaller companies from 
the provisions of Sarbanes-Oxley Section 404(b), which requires an auditor attestation of a registrant's inte rna l 
cont rol over financ ial reporting.lll 

Similar to these prior reforms, we believe that the modificat ions we propose for emerging growth companies are 
-necessary and appropriate in the public interest" and that the adoption of our proposals clearly would ·promote 
efficiency, compet it ion and capital formation».(4) While helpfu l for companies with ma rket capitalizations of less 
than $75 mil lion, the existing small company regulations do not provide relief for most companies considering an 
IPO, induding high-growth, ventu re-backed companies that generate sign ificant job growth like Apple, Intel, Cisco 
and Genentech before them. These companies go pub lic in order to fi nance their growth and typically raise between 
$50 mill ion and $150 mi llion dollars to do so. While still fa r smaller and with fewer resources than larger companies. 
they must adhere to the same rules that the ve ry largest companies do and therefore bear compliance costs 
disproportionate to their size. Based on interviews with pre- and post-IPO companies, we would expect the On
Ramp scaling recommendations that foll ow to red uce internal and ed ernal compliance costs for such companies by 
30 percent to 50 percent. 
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DETAILED RECOMMENDATIONS 

1.1 Create a new category of issuer, "'emerging growth company,· that lasts up to five years and is transitional. 

To address the higher re lat ive compliance burdens that emerging growth companies face, and consistent with the 
concept of scal i"€: regulation, we rewmmend creating a new category of issuer - an ·emerging growth company" -
that will be permitted to benefit from a modified regulatory framework that would provide a transitional five year 
On-Ramp following the IPO, 

1.2 Define an "emerging growth company" accordingto the following criteria: 

1.2.1 Designation as an emellinS vowth company would begin on the effective date 01 the IPO registration 
stattrMnt nf any non-repcrting issuer with total annual Voss revenue nflen than $1 bittion as 01 the t>f"Id 
olils most recently completed fiscal year. 

1.2.1.1 Consideration could be given to Hmiting emerging vowth company status to those issuers that 
are listing on a national securitiesexchanSe. 

1.2.2 Designation as an emergins growth company would cease on the due date nf the first annual report on 
Form lO·K fer the Y1!ar in whidl the earliest of the following cxwrs: 

1.2.2.1 total annual gross revenue exceeds$1 bittion; 

1.2.2.2 the company satisfies the definition ofa "well-known seasoned issuer";O) or 

1.2.2.3 the fifth aMiversaryofthe effective date 01 the IPOregistration statement. 

The IPO Task Force believes that the temporary and limited nature of these regulations is important and consistent 
with other regulatory appl ications. An analysis of the companies that would have fa llen under this regulation over 
the past five years shows that less than 15 percent of listed companies would be impacted at anyone time.!" for 
this reason, we refer to this as a regula tory "On_Ramp." We believe that the targeted and temporally limited nature 
of the proposed On·Ramp distinguishes our recommendation from prior proposals for reform and would affect only 
a small number of companies relative to total market capi ta lization. We also note that investor protection concerns 
are further ameliorated in light of the fact that, as indicated in a lD-year study by Audit Analytics released in May 
2011, the incidence of restatement by small companies is proportional to their percentage of the public company 
population (approximately 60 percent in each case).(l) 

We believe that the On·Ramp concept wi ll fac ilitate the SEC's consideration of the effects of new rulemakings upon 
efficiency, competition and capital formationl., and, in the interests of promoting capital formation, we: recommend 
that the SEC use the On-Ramp as standing transition relief for any significant new rulemakings in the future. 
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1.3 Build on existing scaled disclosure rules to ease compliance burdens during the transition pe riod while 
maintaining investor protection. 

We believe that the primary 80als of most emer8in8 growth companies that conduct an IPO are to secure capita l to 
grow their businesses and pursue promising new products and innovations, thereby creating jobs and enhancing 
macroeconomic growth. Providing emerging growth companies with the ab il ity to reduce regulatory compliance 
costs through scaled regulation and disclosure for a period of time after their IPOs would allow them to achieve 
those goals and build the resources to satisfy the additional regulatory burdens to which larger, more matu re 
companies are accustomed. We believe this would help ameliorate the effects of regulations that have, over the 
course of the last decade, significantly and continuously increased the compliance burden associated with public 
company status and made IPOs more costly and difficul1.1iI As the SEC correctly an ticipated in 2003, rules relating to 
the implementation of Section 404 of the Sarbanes-Oxley Act were expected to "discourage some companies from 
seeking capital from the public markelS~ because those "rules increase the cost of being a public company.~~ We 
believe our On-Ramp recommendation would miti8a te the effects of these increased costs and encourage emerging 
growth companies to seek capital from the public markets. 

Moreover, we bel ieve tha t disclosure and governance requirements would remain largely unaffected by our 
recommendations and tha t this would ensure adequate investor protection. FDf example, in connection with 
undertaking an IPO, all companies would continue to be subject to liabi lity for material misstatements or omissions 
in the regist rat ion statement and prospectus. Further, all companies would remain subject to liability for material 
misstatements or omissions in their current and periodic reports filed with the SEC. We believe that the exis ting 
regulatory re8ime, as modified by ou r recommendations, would appropriately balance investor protection and the 
compliance burden on emerging growth companies. 

The idea of an On-Ramp for newly-public companies is not new. The SEC already provides an accommodation for 
IPO companies in the area of internal control over financial reporting, delayi ng the management assessment and 
auditor's attestation of internal control over financ ial reporting until the company's second Form lO·K.I3l This 
concept is also incorporated into Rule IOA·3 under the Exchange Act and se lf·regulatory orga niza tion lSRO) list ing 
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standards wi th respect to audit committee composi tion, Board independence standards and other governance 
requireml!f1ts. Moreover, the SEC previously recognized, when it adopted rules to implement Section 404 of the 
Sarbanes·Oxley Act, that the rules warranted a sign ificant trans ition pe riod to (a) alleviate ·costs and burd l!f1s 
imposed on companies"; (b) give companies "additional time to develop best practices, long·term processes and 
efficiencies"; and (c) increase time to find "outs ide professionals that some companies may wish to retain" to 
fa cilitate their compliance efforts. l1) Similarly, given the substantial time and resources needed to provide the 
additional disclosure and meet the comp li ance requirements that apply to Exchange Act reporting companies, the 
On·Ramp would provide emerging growth companies with a trans ition period to allow them to fully implement those 
requireml!f1ts. Our recommendation would extend and expand tha t On·Ramp unti l the emerging growth company 
has sufficient internally-generated resources to mainta in growth and emerge into a mature public company. 

During the On·Ramp period, any issuer that satisfies the definition of an emerging growth company could elect to 
participate in a system of scaled regulation that would extend to emerging growth companies select elements of the 
scaled disclosure requirements currently availableto SRCs, as well as additional elements of scaled regulation: 

1.11 Financial statfrnfnt rfquirements: 

1.3.1.1 lhf ability to satisfy financial statement requiremfnts applicable to registration statfments 
and annual reports by presenting two years of audited financial statements that comply with 
Artielf 8 of Regulation S·X. 

1.3.1.2 uemption frcm the requirement to present five fiscal yfan of selected financial data under 
Item 3111 of Rfgulation 5oK, subject to ptJase in describfd below. 

1.3.1.3 Prf5efltation of financial statements for additional fiscal years would be phased in 
incrementally over timf: 

At IPO - 2 years audited balancf sheets and statements of operations and cash flows, 
selectfd finandals (a summary table of key financial indicators) for the same two years, 
(the same as scaled disclosure requirements for Smaller Reporting Companies); 

Onf year later - 3 years audited statements of operations and cash flows and 2 years 
balance sheftS, selected financia l data for the samf 3 years; 

Two years latfr - same asabove plus4 yea rs selfcted financial data; and 

Tlv"ee years later - same as above plus S ye(ll"sselected financial data. 

1.1 2 Selected aspects of scalfd disclosurf in registration statfrnfnts and annual reportS equivalent to 
requirements applicable to Smaller Reporting Ccmpanifs for: 

1.3.2.1 Management discussion and analysis (MD&A) requirements under Item 3113 of 
Rfgulation $oK. 

1.12.2 hecutive compensation disclosure oodfr Item4IJ2 of Rfgulation S-K. 

(J) R. Jt""No.n·811ll(ln ... s,1OO~OlfW(l({~~.1l4 
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1.l3 Transition relief from SOX404b, the outside auditor attestation of internal control over financial reporting 
under Item lD8(b) of Regulation S-K to provide Kadditional time and defer costs for a newly public 

company, allowing it to focus on its assessment of intemal control over financial reporting without the 
additional focus of the initial public offering . .,(I) 

1.l4 uemption from administratively burdensome requirements, both currently effective and pending, under 
the Dodd-Frank Act and related SEC rulemaking, such as: 

1.1.4.1 Say-on-pay, saY-<ln-frequency and say-oo-pararnute votes under Section 951 of the Dodd-frank 

Art," 

1.3.4.2 Final disclosure requirements (wilen adopted) relating to conflict minerals. (l) 

1.3.43 Other substantive go~rna nce-felated disclosure requirements (when adopted). such as pay
foq:.erformance and CEO pay ratio.I' ) 

l.l5 We recommend thilt the FASB take steps to allow emerging growth companies to adopt new aocounting 
standards using the same extended effective dates it allows for private companies. (I) 

(JJ R,ltIM No. 3J-8760 (Ot<. 15, 10061 .1 47 (irnpltm,nliljj a 110";00,,,,1 ",riod of up 10 two )'I'."J(,~iljjSt,oo .. J ~ l,t /5.04 23 0' flit fu""lHJt 

AI/ '" "'MOIl' .urho1i!jo tv, "Kh ,,'-no U/HIt"irn;""WIUI"'Y 'Ulhotiry, I'" se( "".."dly ,vmpl,d oon..""ltml,djilt" "om w""lioI!< , ",;1Il 
St,tKm 404(b) 0'1'" So,b<mI'.-Crlty All tv, I'" ,umuillfiwo ",riod O'<IPI>10xirn.1f1y ,;g~1 )'1'0" boolWrtn """m"", O'IM $o,b<mn-C:dl')' ~(/.o4 
flit Dodd.f,ank All. 

(1) Tht 5[C /. " ",J:now/tdgfd flit oddirim.1 bu,dt .. mol I"", "qu;""",.r. irn""" on ."",1., ,,,,,,,,,,nits, ..nH iI why m. 5[( ,.,mpl'fd .ma", 
(Om""n; .. from flit 'O)'"".'JHI)' 004 '"q~",y .. fr. unri/.no",,/m"Ii>9s .. ,.,riI>q "" 01."., ioou.1)' l~ ]()1l St, Rf""', No. n·9178(ApI. 4. 
]()11)(ullldudiljj mol "jl k .pprop,ill' 10 ",,,,jdt oddiioool rimt boo,OI' Sm ... , !I!o",,1liIq (om""., .. • " "qu.,d ro ,...,;,,(/ I'" ."",,!>oldtl 
od¥i>OfjI'OIf' "" .... 'ufiwo (Om",""'li:III .o4!l>t ".q~lKYof IOY""""P<IY"""- bostd upon "II>t """olillbu,dt", "0 Smalt' R'"",rin!l 
(ompOl!.;"- ", ... illtd ",ilI!I>t 'l'qII.,,,,,,.r. tv, IIK»t 00.;'01)' "1"). 

(3) R,ltIM No. 34-63S.f7 (PlOfI'O>iIjj 1. llqu;1l 'O"fiel m""'~ di><1osu1l 10 ;",pftmtnl St<ooo ISfJ2of!l>t Dodd.f,"'" All byoddi"'l II,m 4(0).' fotm 
JIJ.K and rum lOof of Rrguilllil. H) 

(4) St,tKm 9S3o' 1M Dodd ·frontA,! d • .,t> m.. SECt. adopt [uln 'l'qIIi,iIjj public ,,,,",,,,oj,.. to p,,,,jdt odd611Klr dtlOiltd d~,iIl"" .. 'f'IO,diljj 
,,",uriii' ,,,,,,,,,"'Iilo m.lltn. j"dudiljj d;"Iosu" of(.) , .. h pubJi< cvmpo"y. ,v,.m.. ,,,,,,,,, ... 00. ,om/lOl, d 10 I'" ,,,,,,p.,,y. fino",ill 
","0""''''''; and (b) 1M mtdiln lOra! ,om",motKm .,.I,mpkIyHs and 1M ,.00 O'I!>o1 .moPmI rom"""d 10 1M CfO'> IOIO/,,,,,,,, ... oon ..... 0' 
Au9u>i .llJ /, m.. sec "'" i!di<ofrd mol;1 'Nil;." .... p,opost<! ,.11 ..... <11, Staion 953 boo,OI' 1OJ2. 

(S) C/. A~;'.I)' (ammill .. fi>al R' l"'fI 01 V.~.l (I" om"",ndiog a .;milal phost ·;" ",riod). 
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The FASB, over the last several years, has a history of providing an extended period of time for private companies 
and smaller public companies to adopt new standards. This is particularly important for complex standards and 
those that, due to their nature, may require significant t ime to implement. Similar to the On-Ramp for scaled 
securities regulation, allowing emerging growth companies additional time to adopt new standards would allow 
them to implement the standards in a careful, thoughtful manner, while stil l enabling them to concentrate on the 
growth of the company. 

1.3.6 The PCAOS, oraltemativelythe SEC, si10lJld exempt the auditors of emerging growth companies from the 
requirements of such auditing standards until the company ,om~etes the on·Ramp period. This would 
allow these companies to focus preciOlJS resources on growth, )Db creation and new product 
development. 

In implementing new auditing standards, the PCAOB should carefully consider the cost of implementation for 
emerging growth companies, and other appropriate categories of issuers. 

In particular, the PCAOB shou ld consider whether to require the standard in an audit of certain categories of 
registra nts and, if required, whether additional t ime is necessary for the implementation of the auditing standard for 
such categories of registrants. 

The PCAOB does not yet have a history of providing exemptions or additional time for a certa in category(ies) of 
companies, similar to the FASB, for adoption of new auditing standards. 

Recent concept releases issued by the PCAOB, such as "Auditor Independence and Aud it Firm Rota tion" and 
"Possible Revisions to PCAOB Standards Rela ted to Reports on Audited Financial Statements and Related 
Amendments to PCAOB Standards," if ult imately adopted as auditing standards (depending on the final 
requirements of course), are likely to be very costly and time·consuming for SEC registran ts and their 
auditors. This is particularly true for emerging growth and small companies who are impacted on a 
disproportionate basis as these costs represent a larger port ion of their revenue and EBITOA and ultimately 
their market capi talization. 

We believe that mandatory auditor rotat ion will be extremely disrup tive to public companies, wil l increase 
audit costs and may even result in reduced aud it quality. Several of the PCAOB standards conclude tha t 
auditors may consider their experience in prior years' audits of a client and modify or red uce current-year 
testing as appropriate, which is reasonable to believe occurs in the majority of recurring audits. However, in 
the first year of a new audit engagement, auditors will require additional time and expense to become 
familiar with the company. Also, with only four major firms, two situat ions are likely to occur: (1) many SEC 
registrants may be limited in the number of firms to choose from as independence issues wi ll most certainly 
arise, which could reduce the qual ity of audits if the registrant has no choice but to select a firm that does 
not have the expertise or geographic reach required for the aud it and (2) competit ion would be significan t, 
which could distract auditors by requiring more frequent sol icitation of new business. In addition, each of 
the Big 4 firms has developed specific regional and industry expertise, which expertise these firms wi ll have 
less incentive to develop with mandatory rotation. Finally, it is unclear whether rotat ion will actually reduce 
the conflicts cited by the PCAOB. 

24 
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1.4 Apply scaled On-Ramp regulations only as long as a company qualifies as an emerging growth company. 

Chart l: Public Company CEOs: Most Significant lPO Challenges 

Ad.1lin:slralive Burden of Public Repor ting 

Reallocation of CEO's Timelo Reporti.wCompliance 

vs . Co_ e"ildi~ 

Administrative Burden of RegJ!atory Compliaroce 

Managing Public Company Communications 

Resttictons 

25 

'2% 



71 

VerDate Nov 24 2008 12:02 Jan 10, 2013 Jkt 048080 PO 00000 Frm 00075 Fmt 6621 Sfmt 6621 L:\HEARINGS 2011\12-14 EXAMINING INVESTOR RISKS IN CAPITAL RAISING\HEARING\12
14

11
29

.e
ps

DETAILED RECOMMENDATIONS 

B. Recommendation #2: 

Improve the availability and flow of information for investors before and after an IPO. 

Investment research coverage has decl ined dramat ically in recent years as a result of economic and regulatory 
pressures that have reduced research budgets. lack of research coverage adversely impacts trading volumes, 
company market cap itali~ations and the total mix of information available to market participants. In addition, 
exis ting restrict ions on communications surrounding the offering process were designed for a pre-Internet era 
dependent upon paper-based communications between issuers and investors, and should be updated to reflect 
advances in technology and market expectations.11) 

Recommendations 

2.1 Improve the availability and flow of research coverage. 

Adopt policies to promote research and improve the flow of information available to investors. We recommend a 
greater role for research in the capital formation process, subject to protections such as specifi ed codes of conduct 
and disclosure of conflicts of interest and disclosure, consistent with Section 17(b) of the Securities Act of 1933, of 
any consideration received for paid research. We support and endorse the recommendations of the SEC Advisory 
Committee on Smaller Public Companies (the "Advisory Committee"i 21 rega rd ing policies to encourage resea rch 
coverage of smaller public companies. Existing limita tions are unnecessarily restrictive and unfa irly favor 
institutional investors that have greater access to research analysts than reta il investors. 

2.2 Expand and clarify existing safe harbors. 

Expand SEC safe harbors with respect to research reports (Securities Act Rules 137, 138 and 139) to (i) permit broker· 
dealers to initiate coverage and distribute research on IPO issuers without being deemed to have ·offered" securit ies 
through the research reports and (ii) include ·oral" (in addition to written) communications.llI 

Nearly a decade ago, structura l reforms and increased disclosure requirements in troduced substantia l regulatory 
requirements for research reports, including Section 501 of the Sarbanes·Oxley Act, Regu lat ion AC and the provisions 
of the Global Research Analyst Settlement. As a result, analyst research reports are comprehensively regulated and 
include disclosure to investors regarding potential conflicts of interest tha i research analysts may face. 

/I) Su 5[( Rtil<>St No 3].8591 (Ot( 1, 1005), 01 41-42 (".,10>g !I>ol '11>t O</~ ·j"'»Pin9 of(W~ions of 1M 5«u,~itl A(I W't'UlI()(ltd 01 Q Ii"", .... !>t" II>t 
... ons <t (ommu.i(oOOns "",It lniUd: ,t(QO'irOlj) !/Iol "(opjIGJ mooteb, ~ 1M United 510lrs ond OI"oond 1M Wl)'~ "" .. (ho f>lltd <try 
1i!;lIljio:CJlI".SOlttllrolt lnitolions !W,t ell()(ted: odnowlrdgOlO ,nol'CIdoy's "(Qmmu.;:ot'lI>l IKMo.\)gy, OItWdOlj) /tit !nlt l1ltl, p,(Widfs 0 
pqowrful, ">lotilt, Md (oll-fift cfwt Illtdium 10 (ommu1li(Qlt Qudlf ond l/IoodJy" ond (l)1I(1>dOlq !/Iol "Il>t ou. ·jumping p,""~iohI QJ Il>t Sw. ili!s 
~, "'poI' wllllamiol and "'"",ir>!/If un"",i"ablr "'1f;:lio", "" moll)' '.mmu~~otio", !I>ol would lit """,Ji<iol I. m .. l<m and ""', .... 11" Md 
would lit 'O"'~lrnl will> m .. to, PlOI« lioIr"); , .. o~. SEC R, Ir",. ~·58188 (Aug. 7, 2006/ (mQOnj,;»<} ,.Ilt ' PH d ot,."Kh IK~ .. IogKQI oo.on.:tI 
Q" dt .. b p;"g" and indKalWg lhol /tit 5[C",;' (""-,,,,,,, 10 "rilt n P'"" QuK1ol>:. "0 update 000 lupplrm. nt t '" OW,.p,iolo" "'", .. 
lu h .. 1ogies P''''''u'' _ j"..,to, ,ook); 5fC R.Jr"", 1;0. ~ 55U6 (MOl". XI, lOOJ) (obstr"OIj) ,nol "Opp,o,.imQI.". 87.8Jj QJ sllo .. s ".,. d ..... ".I. d 
.ltm.n""'''''' Itlrpno""GJ!; du,;"g rn. 2006 prot)' .. "",n" and lnot "upp,.,.imQt.Jy 80% of i, ... mOll ill rn. Ud.d SWttl h<wt oc{ .. , tv rn. 
Intellltl jn tilt;, homt,"). 

(2) St. Fila! Rt".1f.1 lilt Adviwry C.mmt, .. I. rn. 5f( (Ap,~ 21, 2OO6J ("Mo~.f)'(.mmirt .. Rr"",tj, RK"",,,,,,ndotion IV.P .... 

(3) C"'It"' If .. ailobJr ,oft lIo,bon (.nro~ (Mdtions Illal J.imt l!w i" .. alobiljty ill rn. lPO ' ""I • .of. St. Rult 138 (allowillg "" "ndt,...,.j'tr I. pubfsh., 
d~tr.i,",,,mo"h 0110.,. df't","'IKurity.1 rn. jill" ', luth '" " .. arlh ob<n/( lilt ".,n.:.rmrtiWr dt61 of m ~"'" o/ftrir>!/ (.mm.n ",''''. 1(0) 
rn. ~" .. , ~ f<r,m 5·3 . , F-3.ljqlJJr (01" is • /ort;gn PI;'al. MU" m .. l;"g mlo~ ,p..:i,'i!d (f.trio); ond (b) Iht undtIWrite , publ'lJlt. to" di!./,ilwltl 

ItpOrtl O. 1lloI. fYprI QI IHu,;r;es ~ Iht ' tglfbHQulS<' oj its busm.,); Rulr 139 (albwillg "" undt, .. " " 10 (ami,,,,, 10 pu6jsb 01 d.istrill.,. 
,m or(" 6ul 1101 10 " iliolt (""t'~, (0) iI",,'~(~ Itlr000h O. (ompO""S !/Iol OI"t oltody pubkond .jgibk ,. us. fOIm S·3 CO" F-3 (0' !/Iol 0 .. 
/o .. ig" ",wot. iI.""" Illt.ring "na~ , p..:ti<d "jt"io/ f Iht undt,...,.il" pu61~"" ., di!./,jbul"!hoIt "",,'b in II>t 't9IIJarcOlllS<' of;b M;"".; 
and (b) illduslry 'tI •• "h I., fnllofjjJt ACI """,1iIIg ,om""nw. f lilt u",;, ,,,,,jltl p.bilhts., diitrill.l .. ""."h in lilt "gulO1 ,".ISt of n bus ...... 

and 1 ... 1101 " ",,111" hov. OItludtd."'illl"n/o,,,,,,oon aboul /tit ilS.".1 n ."'.Ii6r.). In addjtion, dl"""g~ /Wit H7 ~ O¥Illla61t '" b' ..... '...r..lrrs 
!/IoI." .. 1 ",,'OC""iIg ~ a It g~ltltd o/f.,ing. R.1r /37 (unn. Run /38 Md / 39), dati .. , p,,,,,id< • • of. IIolbOl from /tit 1t''''I1<h """,1 1It0lil 
dttllltd ",,"aif""/o' pu,poIt. aISt,u,. ;" A<I Stetio" }(.)(1()) a, 5(<). 5tt Rult 117 (.!JowOlil • Droi'tI...r..Ir, to publ~h., dimillute ""01(~ 
.. tOOlJ! lIt ,omillg Q .fOlUfOry UndtIWlite , i/Iht brok" -dtoltl (a/is".,t Q ""n;:;,ool j~. "O;,f",d o/f. ri»<}; (b) "'" /lOt 'K. w.d ,omptns.tion "" 
""If"ipo/ilg il lM ",",it;" di!./,il>ulion; and (f) pubkht. 01" d~lIi11"ftllt".lfh illM "0</.101 ,0.0," af ib busilt .. ). 
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The SEC adopted changes in 2005 that were intended as "measured amendments" making "incremental 
modifications" to Ru les 137, 138 and 139, recognizing tha t "value of research reports in cont inuing to provide the 
market and investo rs with information about reporting issuers cannot be disputed.H(l1 However, in practice, the 
exis ting rules do not al low research analysts to publish concurrently with an IPO. 

We believe that further amendments are warranted to allow broker-dealers to init iate research coverage on IPO 
issuers, based upon the extensive and robust nature of substantive regulations currently in place, which we would 
leave unchanged, and based upon experience over the last six years following prior incremental modifications to 
these rules. Based on "enhancements to the environment for research imposed by recent statutory, regulatory, and 
enforcement developments,H as the SEC explained in 2005, "we believe it is appropriate to make measured rev isions 
to the research rules that are consistent with investor protection but that wil l permit dissemination of research 
around the time of an offering under a broader ra nge of circumstances.H«) 

2.3 Eliminate unnecessary research quiet periods. 

2.3.1 Post-IPO: Elimirl3te the SEC'S tffective 25-i:1ay post-IPO rHearch qufel pt'riod and FINRA's mandated post
IPO research quiet periods, as these restrictions do not benefit investors (particularlv retail investoo). m 

(JJ Rtlt""H/J. JJ.8S91 (Ott. I, 1OOS).r 156-57. 

(2J rd.ar 156 

/3J Rult lllJW 01 m. Finon,w rodw>y RtgllJorOlY Aumo';I)'/"'rIiRA"j Pfo~jb;n m.mlof, fit ... /r0lll """1~hi19 01 d~"ilMiIg "",..-,h """rn, ., 
""m;rrilg ''''to"h ,oo~f\ '" roolt any pu61k Opptaf'fI(' al>orlr an h,,,,,,,/a, (~40 (01tnd<N dayI, in {lit '(lSI' 01 maoogm a .... ,o-maoogm aIm. 
WO, cmd (il 1S (Oltfldo, dayI, ;n lilt ''''. ol.m., ""rt~;""Ii"'l FlNRA mtml>t". 
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2.3.2 Pre- and Post·lock Up: Eliminate the FIN RA-fTlandaled research quiet period before and after th~ 

expiration, termination or waiver of an offeting·related lock-up agreement.U) LimiUng the amount 01 
information available to inmtors during such periods drn!s not i mprov~ ther abil~y to make informed 
decisions. In each case above, we believe any potential confl icts of interest would be sufficiently addressed 
th roogh (a) prominent disclosure clearly indicati~ that the research is prepared by an analyst associated with 
a participating ur.derwr~er or dealer; as we ll as through existi~ protections ur.der (b) SEC Regulation f.l. 
cert ifICation requirementsfll Ie) FINRA conduct and communications rules and (d) exisUng antifraoo and anti
manipulaUve prO\lisions. ~) 

2.4 Eliminate unnecessary restrictions on analyst communication: Although current SEC and FINRA res trictions 

implemented to prohibit investment banking revenues and considerations from influencing research 
ana lysts and the content of research reports are important and should remain, we believe, while an issuer is 
in registra tioo, that: 

2.4.1 Investment banking persomel should be permitted to assist in arranging calls between investors and 
research anal~s so that research anal~s can educat~ investcrs abClJt an offering. Todays process 
requiri~ a sales person (or other non-banking personnel) to sel up these ca ll s offers no meaningful investor 
protection. Whether the analyst chooses to engage in the communication, and what the analyst communicates 
to the investor, would stil l be at the analyst's own discretion and subject to applicable laws, rules and 
regulations .!'1 

2.4.2 Research analysts should be permitted to participate in company m<lnagement presentations with sales 
fcrce personnel so that the issuer's management does not need 10 make separate and duplicative 
presentations to analysts at a time when senior management resources are timited.tli 

2.5 Facilitate capital formation by expand ing permissible communications between issuers and prospective 
investors and by providing for confidentiallPO filings. 

2.5.1 Permit a broader range of pre·filing communications: The SEC has recently recognired, in proposing 
amendments to s.ecur~i@s Act Rule 163, that additional accommodations are necessary to allow ·well·known 
seasoned issuers: acting through underWT~ers, to ' assess the level of investor interest in ther securities 
before fil ing a registration statement: II) 

2.5.1.1 More broadly, we recommend allowing private companies to "test the waters" to gauge 
preliminary intere5t among prospective investors in advance of an initial filing of a registration 

(J) St. flHRA Ru'" 1JJ 1(/)(4) (",quirin<; a J5-doyqu"1 ",Iiod ,.,,"ouoo.ir>g !lit ';qIi"ario!> ofon onuin<;""IoI.d Iod-llp 1J(}",. mtm) 

12} R. gulorio!> AC ",qui" .. !Nok,,-dtolt' It'''''''~ 0IIII!;r1l 10 (a) ",lilY;" doti" """""h "POltl mol tIlt .ir", . "" .... d i" dot "'/lOIt ,",,,,,.,.Iy "fIt(t 
dot ;,. ",,,,,,,,,I . ,, .... ; Ib} direlos. """,m.I dot OIIII!yo;t ",."'d e.mptRlillim or o/bt, PO).,,,,/II in (o"""OOn witfl dot ,,,omm,,,doOO ... 01 .... '" 
g"'. ill'" "po,t aoo Ie) p,oridt ,"'00, W ltKoIi, .. , iI (on""OOn with I'" .""1)0«, puboc ""''''OI.IK'~ rbt 5CC odoplfd t"'" ,.qui".mtnIJ "Iv 
promo,. !lit ""!/IiIy '" I~ "",<h ",porn and ..... !!OI ,onfidtll(' in mo.. "/lOIII.· RtJtas. IW. 33-819J(ApI. 14, 200J). 

13} W. ""It mo, flHRA IHJd p,,,iouIl,I proposfd (I) rIIr ,.dIKOO" "'I"" J>OI' - !PO ", .. arrh qu", ""iod 10 10da)'l fOl an!PO pan" iponll, .oo/~ ,,,. 
(Ompltl' .limiooOOn of rIIr Itfofllioryonuin<; and lod"p "Ioffd ,~ •• rrh qu"l ",tiodI. St . mlllA R. gulowry "",,,. OS-5S(o.:IOHI 2008) 
("No,,,. 08-55"); , .... olio 5[( R.It." Ho. 34-5SOn (Jo •. 9, z007) Iii ooIrK~ I"". NASO 0IId Nr5C /_ flNllA} /IIoJ)Olt<i ""iouI ,ulr <1Io1l!/f1 10 
implrmtm ",loin l",omm. fIIiolio", IIICIdt ., !lit o."m~I 200S "Joint R.po" by HASDandlllf N'f5f on t"" O",fOlim.oo [!fr<riw."", of Illf 
H""""h ...... /,rI1 [o"ftkl 0' r"ffl~'SIlIIt .. ; 'llf z001 pfoplMd '"'" (~, .,dudfd m. "dIKOO" of dot J>OI,-!PO """"'fh QU"I ",Iiod w 25 da)'I, 
rIIr .Iimillo/ion 0' 'llf poII·It''''''''',.,. offtrilllJ Im.rrh QU", ",Iiod, .nd dot dminolio" 101 /IIopoltd by HASD) 01 ffdlKlion !O 5 da)'I (as proposfd b)i 

Nr5f) of m. h<k-up "ftnfd " ltorch qu"l ""W}. Norh 08-55 .n"o..ly 'U"" .. dtd Illf ZOOl fUIt ,I>ongr p,opos.k, bur rIIr 1',_1, .. I""m ., 
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5tatement. Doing so woold allow companies to remove a significant amoont of uncertainty 
regard ing the feasibility of a successful IPO,II) This approach could be implemented in a 
ba~n(ed mannl!r by mpting a new rule oofining cl!rtain offering communications as outs ide 

the scopt! of an "offer" fOf purposes of Section 5 of the s.ecur~ i es Act bEJI otherw ise subject to 
the antifraud pl"O'Oisions of the federa l securaies IawsY) 

2.5.1.2 More specifically, we recommend e~anding permissible communications before and after 
filing a registration statement provided prospective investors meet certlin qualitative 
standards and purchuers n!uive a statutory prospectus prior to purchase. For el<ample. rood 
shows and other communicat ions should be perm~ted before the filing of the registration 
statement becomes public, assuming that confioontial fil ings are pt!rmated as ooscribed above 

2.5.2 We recommend permitting pre-IPO road shows to investors deemed not to require n!gistration·level 
protection, such as qualified institutional buyers and aotcn!diied investors, provided that each pUf(haser 
receives a statutory prospectus prior to the time of sale, consistent with Exchange Act Rule 15c2-8 and 
Securities Act Rule 159. This would facilaate in itial meetings between investors and management and would 
allow investors to become better prepared to make investment decisions at the t ime of the IPO. The limited 
contelll of a fOfmal road soow presentation can make a more difficult for some investors to engage in a 
meaningful ooliberative process. particularly for the typt! of long-term investors whose participation is most 
desirable to IPO issU!!rs. Moreover. investors have repeatedly asked for more contact with management 
during the marketing process 

2.5.3 Permit confidential initial filing of IPO n!gistration stiltements: Perm~ U,S. issul!rs to file in itial registration 
statements confidentia lly. similar to for6gn private issuers. The SEC Staff's current practice pt! rmas non
report ing foreign private issuers to subma inalal registration statements confident ially to the Staff. which 
"often reviews and screens draft submiss ions of fOf6gn registrants on a non-publ ic basis."(l) In contrast, U.s. 

issuers currently must file their initial r eg i ~t ration ~tatements publiclV. Confidential submissions offer foreign 
private issuers a significant advantage by facil itat ing resolEJIion of the often complex issues encountl!red during 
an in~ial SEC review. Permitting the confidential review of U.S. issuers' initial reg ist ration statements would 
remo\'!! for U.S. issuers a sign ifICant impt!diment to the IPO process, Doing so would allow U.s. issuers to 
initiate a potentiallPO process, even during turbulent and unc@rtainmarketconditions. witOOEJI immediately 

disclosing compt!t~ ively sens itive or otherwise confidential information. Investors would be protected by 

ensuring that any prospectus with pricing information be made publicly avai~ble to in'll!~tors prior tothe SEC 
declaring the registrat ion statement effective. 

(JJ 5t,u,~"" Act Rus. 254 """ int.odtd fa .fIow"" MIH,.mpbying 1M SiC', ,\moJj is"",,. ... mption in litgllfot.,n A ro lISt • WI~"'n ,ro"'"",nr ro 
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C. Recommendation #3: 

lower the capital gains tax rate for investors who purchase shares in an IPO and hold these shares for a minimum 
of two vears. 

Recent regulations and subsequent changes in related market practices have made it more difficult for long-term 
investors to gain access to emerging growth company stocks. From the issuer's perspective, it is especially critical for 
the IPO to attract such long-term investors at the initial al location because that determines how much capital the 
company raises through the IPO. 

Policy makers can reinforce demand for emerging growth stocks by lowering the capita l gains rate for investors who 
purchase shares in an IPO and hold these shares for a minimum of two years . The capita l gains tax rate has served as 
an effective tool for encouraging and rewarding long-term inves ting for decades, so th is action would be wholly 
consistent with current practice. 
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D. Recommendation #4: 

Members of the emerging growth ecosystem must educate issuers about how to succeed in the new capital 
markets environment. 

Regulat ions and their effects on related market practices have triggered a fundamental change in the structure of 
the u.s. capita l markets. This new market structu re has shifted the economics for la rge investment banh toward 
high-frequency, short-term trading of large·cap stocks based on volatility and changes in market price, and away 
from long-term investing in an emerging company's fundamental growth. The result is a radical ly different and much 
less hospitable environment for emerging growth IPQs. Some of the drivers of this shift - most notably electronic 
trading and decimalization - are permanent. Therefore, emerging growth companies looking to go public must 
develop a greater understanding of the new market's realities, understand how investment banks have shifted their 
business models to capitalize on these changes, and use th is understanding to inform thei r IPO strategies - including 
the choice of an investment banking syndicate, the optimal mix of investors at IPO, and the most effective investor 
communications act iv it ies. 

Nearly .90" of pre·/PO emerging 
growth companies surveyed 
expressed concern about the sile 
and vibrancy of the small cap 
buyeruniverse.(I) 

The IPQ Task Force believes that responsibility for aid ing issuers in this effort 
rests not with policymakers, but rather with al l participants in the small· 
company IPO ecosystem. Toward this end, the task force has developed a 
number of recommendatioos for issuers that address the most common 
areas where knowledge defkits exist - based on the task force's findings and 
input from its members and third 'party advisors. While they do not require 

action on the part of policymakers, the IPO Task Force has included these recommendations below to demonstrate 
the breadth and the depth of the challenge that emerging growth IPOs now fa ce and the urgency with which the 
preceding recommendations must be treated. 

4.1 Choice of balanced investment banking syndicate. 

4.1.1 Conductttlorough resea rch on potential investment banking partners. 

4.1.2 Understand the interplay between boutique firms and the largest advisory flfnlS. 

4.1.3 Understand the implications of different in'l1!stment banking syndicate stnrctures and align incentives around 
performance. 

4.2 Incrf!ase the issuer's role in the IPO allocation process with the goal to Crf!ate an optimal mix of investors 
for the company. 

4.2.1 Al locate shilres ofttle initial public offering to a mix of short· and long-term investors. 

4.2.2 Put at least one firm in a leadership position (sole or joint book nrnnef) that will allocate stock to long·term 
holders of your shares versus traders. 

4.2.3 Limit the number ofinvestorsto whom the IPO shares gel allocated. 

4.3 Improve practice of investor communication. 

4.3.1 Conduct pre-IPO road shows otnd teach-ins with investors long berore an IPO. 

4.3.2 Provide frequent inrormation to investors post-IPO. This should include attending investor conferences to 
maintain the relationships and build (ompany exposute. 

(1) wo r .. ~FoIr:. August 2011(fOSUlYty( ... Appoodilq 
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VIII. Conclusion 

With the U.S. ewnomic rf{o~ery stalled, unemployment entrenched at more than 9 percent and global competition 
ramping up, the time to re~i~e the U.S. IPO market and to jumpstart job creation is now. The IPO Task Force believes 
that by pursuing the rf{ommendations presented in this report, pol icymakers can re-energize U.S. job creation and 
f{onomic growth by helping rf{onnf{t emerging companies with public capital - all while enabling the broadest 
range of investors to participate in the growth of those companies through a healthy and global ly respf{ted U.s. 
capital markets system. 

These outcomes are not only consistent with the spirit and intent of the current regulatory regime, but also essent ial 
to preserving America's global economic primacy for decades to come. For this reason, the members of the IPO Task 
Force pledge their continued participation and support of this effort to put emerging com panies, investors and the 
U.S. job market back on the path to growth. 

"When I talk to entrepreneull in emerging international markets today, ma5f a/them share a strong desire and 
stated gaol: They want to grow their businesses into large public companies. In the U.S., I often hear the 
opposite from entrepreneull- due to the costs, uncertainties and liabilities naw inllolved with going public. 
They just don't think the rewards are worth it - and that's killing the capitol/ormation cycle we'lle relied on for 
so lang." Scott Cutler, Sr. lIice President, Global Corporate Group, NYSE Euronext 
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IX. Appendices 

Appendix A 

About the IPO Task Force 

Ar ising independently from working group conversations at the u.s, Treasury Department's Access to Capital 
Conference in March 2011, the IPO Task force aims to illuminate the root causes of the U.S. IPO crisis and provide 
recommendations to policymakers for restoring access to the public markets for emerging, high-growth companies. 
It represents the entire emerging growth company ecosystem, including venture capitalists, experienced CEOs, 
public investo rs, securities lawyers, academicians and investment bankers. Upon completion of its activities, the IPO 
Task Force wi ll report its find ings and recommendations to the u.s. Department of the Treasury, as well as share this 
information with the Securities & Exchange Commission, Congress, the Small Business Administration, the Council on 
Jobs and Competitiveness, the National AdviSOry Council on Innovation and En trepreneurship (NACIE), the Startup 
America Partnership, and the general public. 

Members 

We should note the members of the task force listed below participated as individuals and not as representatives of 
their organirations. Thus, their input for this report and the positions contained herein do not necessarily reflect the 
views or positions of the organirations for which they work or are affiliated. 

Venture Capitalists: 

Kate Mitchell- Managing Director, Scale Venture Partners, Task Force Chairman 

Mark Gorenberg - Managing Director, Hummer Winblad Partners 

Tom Crotty - General Partner, Battery Ventures 

Entrepreneurs 

Magid Abraham Ph.D. - President, CEO and Co·Founder, Com Score 

Josh James - former CEO, Omnitu re; CEO & Founder of Domo Technologies 

Desh Deshpande - former CEO and Co-Founder, Cascade Communications and Sycamore Networks; Chairman, 
Sparta Group; and Co-Chairof NACIE 

Securities Attorneys 

Joel Trotter- Deputy Chair of the COIll. Dept., Latham & Watkins 

Steve Bo<:hner -CEO and Member of the Board of Directors, Wilson, Sonsini, Goodrich & Rosati 

Academicians/Accountants 

Bill Sahlman - Dimitri V. D'Arbeloff Chair, and Sr. Associate Dean for External Relations, Harvard School of 
Business 

Carol Stacey - Vice President, S.E.e. Institute 

Charles ·Chuck" Robel- former Chairman, McAfee; private investor and retired head of PWC Tech Practice 

Public Investors 

Karey Barker - Managing Director, Wasatch Advisors 
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Henry Ellenbogen - Portfolio Manager, T. Rowe Price 

Inve!itment Bankers 

Paul Deninger - Sr. Managing Director, Evercore 

Carter Mack - President and Founder, JMP Securities 

Kevin McClelland - Managing Director, Head ofTech.lnv. Banking, JMP Securities 

Brent Gledhill- Head, Global Corporate Finance; Member 01 Executive Committee, William Blair & Company 

Brett Paschke - Managing Director, Head of Equity Capital Markets, Corp. Finance, Commitment Committee, 
Will iam Blair & Company 
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Appendix B 
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contributed to the preparat ion of this report. please note that their appearance on this list does not imply 
endorsement of this report or its recommendations. 

Chuck Newhall, General Partner, Co-Founder, NEA 

Dixon Doll, Co-Founder & General Partner, DCM 

Mark Heesen, President, NVCA 

Duncan Neiderauer, CEO and Director, NVSE Euronexl, Inc. 

Scott Cutler, Senior Vice President, Global Corporate Group, NVSE Euronext, Inc. 

David Weild, Capital Markets Advisor at Grant Thornton; Founder & Chairman of Capital Markets Advisory Partners; 
former Vice Chairman of NASDAQ 

Ed Knight, Executive Vice President, General Counsel, Chief Regulatory Officer, NASDAQ 

Bob McCooey, Senior Vice President, NASDAQ 

Jeff Cardon, Portfolio Manager, CEO and Director, Wasatch Advisors 

Frank Currie, Partner, Davis Polk 

lise Buyer, founder, Class V Group 

Tom Baruch, Founder & Partner Emeritus, CMEA and member of NACIE 

Joseph A. Grundfest, Senior Faculty and WA Franke Profesor of Law and Business; Arthur and Tom Rembe Rock 
Center for Corporate Governance, Stanford Law School, Former Commissioner of the S.Le. 

Bob Huret, Founding Partner, FTV Capital 

David York, CEO & Managing Director, Top Tier Capital 

Herb Wander, Partner, Corporate Practice, Katten Muchin Rosenman lLP 

Robert Bartlett, Ass istant Professor of Law, Berkeley law 
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35 



81 

VerDate Nov 24 2008 12:02 Jan 10, 2013 Jkt 048080 PO 00000 Frm 00085 Fmt 6621 Sfmt 6621 L:\HEARINGS 2011\12-14 EXAMINING INVESTOR RISKS IN CAPITAL RAISING\HEARING\12
14

11
39

.e
ps

ApPENDICES 

Appendix C 

IPO Task Force August 2011 CEO Survey 

Objective and Methodology 

In AU8ust of 2011, the IPD Task Force set out to 8ather the perspedives of pre-I PO and Post-I PO CEOs regarding their 
top concerns, lar8est hurdles, and the 8reatest benefits of 80in8 public. The purpose was to inform the task force's 
efforts to examine the causes of the decline of the U.S. IPO market and develop recommendat ions for restoring 
access to capital for emerging 8rowth companies. The task force distributed the survey to pre- and posHPO 
companies through the membership of the National Venture Capital Association [NVCA) and by NASDAQ [targe ting 
listed companies that went public since 2(06). Responses were collected anonymously during a three-week period in 

August 2011. 

Post-I PO CEOs Survey Respondents 

• 35 Public Company CEOs (IPO 2006 or later) 

• Industry Sector: 

-57% IT 

- 29% Life Sciences 

- 9% Non-High Technology 

• Avera ge Employment in 2011 = 828 

• Average job growth since IPO = 86% 
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Public Company CEOs 
IPOsAre Important But Increasingly Difficult 

Agree Neu:ral Clsagree 

Strong & AC(tsslble IPC MaI1Iells Irnpol1ant '00' '" '" loU.S. Economy & Clobilll Competitiveness 

U.S.IPO Mri.l'IlsAcc~slble fOf Smail ,,. 
'" ., 

Companies 

lis Not asAtIr3ctlve <WI OpHon 10 Co Ptmllc ." ,. 
'" Today as IWas In 1!1!15 

Going PUIIIcWas. Relatively Plllnie-ss 

'" '" "' EJq)et1ence 

Going PtbIIc HIS Betn a PosklYe Event In"". OJ, '" 
,. 

Company's History 

Why Posl-IPO Companies Went PubliC 

Strengthen balance sheet 

Actess to growth capital 

FortifybranC1lereoibil itywith rustomers 

Provide rurrencyfor acquisitions 
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Post-I PO CEO Survey 
Biggest Concerns About GOing Public 

Accounting & compliance costs •••••••••• 86'10 

Post-IPO liquidity ••••••••• 83'10 

SOX & other regu latory risks ••••••••• 80'10 

Public disclosure impact on business •••••••• 72'10 

Meeting quarterly performance 
expectations 66'10 

Managing public company •••••••• 60% 
communications restrictions 

Public Company CEOs Most Significant IPO Chal lenges 

Administrative Burden of Public 
Reporting 

Reallocation of CEO's Time to 
ReportinglCompliancevs. Co. Building 

Administrative Burden of Regulatory 
Compliance 

Managing Public Company 
Communications Restrictions 
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Post-I PO CEO Survey 
Costs of GOing and StaYing Public Are High 

Average Cost $2 5M 10 Go Public Annual Cost $1 5M 10 Stay Public 

Costs Including SOX, Legal, Accounting 

Pre-I PO CEOs Survey Respondents 

• 109 CEOs of venture· backed companies 
considering an IPO in the next 24 months. 

• Average Employment: 168 

• Industry Sector Breakdown: 

- 42% IT 

- 11%Cleantech 

- 42% Life Sciences 

- 1 % Non·High Technology 
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Pre-I PO CEOs Target IPOs To Finance Growth 

Motivation for Pre IPO Companies 

Cash to Suppm FuMe GrCHiltl 

Compet itiveMvantage (rOOl Being Public 

Premium Va luat ioo frOOl Being Public 

Pre-I PO CEO Sentiments Regarding U S IPO Market 

Strong & accessible small cap IPO market Is crttIcal M' .. .. to maintain u.s. competitiveness 

CIITently, tile U.S.IPO milftet Is easily accessible 

'" 
,,. 

'" for small cap companies 

~ Is not as attractlye .. OIlIlon to go plbllc today as 
~, '" .. 

~ was In 1995 
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Pre-I PO CEO Survey 
Concerns Regarding Implications of GOing Public 

S4ze and vibrancy of small cap public buyt!1 
universe 

Breaclttl & consistency of re search 
coverage 

Costs and risks of SOX and other 
account ing and compj iance requirements 

lack atong term hdders of tPO stock 

Managing public company communications 
restriclioos 
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Appendix 0 

Size Of Cohort That Qualifies For Regulatory "On Ramp" 

RrtllllpullSln~ oIEI'I ~.lnep't'II:m(!WS 6'lI'101 ' ~~~~ 

tmblldcmr.an~ 

I.e>s 1111 SIB ImJJe ¥!I IPO lei; 1111 mCrml '" " ~ '" m 
.. I"'WiUIk<alI'-UI '" III '" 

,. ,. 
,o:~ Ill'!!!: ~al l~U\1I FO 

I.e>s 1m SIB ImJJe Illl IPO Ieilll11S1Ctrm riO Ill! 1111 '" "" • 
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FOUNDER AND CHIEF EXECUTIVE OFFICER, SECONDMARKET, INC. 

DECEMBER 14, 2011 

Barry Silbert is the Founder and CEO of SecondMarket, the largest secondary 
market dedicated to creating liquidity for alternative investments, including private 
company stock, fixed income, bankruptcy claims and warrants/restricted stock. 
SecondMarket has over 75,000 registered market participants on its online platform 
and has conducted billions of dollars in transactions across all of its asset classes. 

In 2011, SecondMarket was honored by the World Economic Forum as a Tech-
nology Pioneer, recognized by Fast Company as one of the ‘‘Ten Most Innovative 
Companies in Finance’’ and named as one of Deloitte’s Technology Fast 500 compa-
nies. Barry was also invited to join Mayor Michael Bloomberg’s Council on Tech-
nology and Innovation, and was named to Fortune’s prestigious ‘‘40 Under 40’’ list. 
In 2009, Barry was a category winner of Ernst & Young’s Entrepreneur of the Year 
Award and a winner of Crain’s Entrepreneur of the Year Award. In addition, 
SecondMarket was recently named as one of ‘‘America’s Most Promising Companies’’ 
by Forbes. 

Prior to founding SecondMarket in 2004, Barry was an investment banker at 
Houlihan Lokey, where he focused on financial restructurings, mergers and acquisi-
tions, and corporate financing transactions. Barry graduated with honors from the 
Goizueta Business School of Emory University, and holds Series 7, 24, and 63 li-
censes. 

Barry is a frequent speaker on the topic of trading alternative assets and has ap-
peared in many leading publications, including The Wall Street Journal, The New 
York Times, The Washington Post, Financial Times, USA Today and Forbes. Barry 
has been featured on CNBC, CNN Money, Bloomberg News, and Fox Business 
News. 

Barry is also an active angel investor with investments in a number of exciting 
startups, including Behind the Burner, ProFounder, RealDirect, Send the Trend, 
Slated, TapAd, and Vator.tv. 

Good morning Chairman Reed, Ranking Member Crapo, and Members of the 
Committee. My name is Barry Silbert. I am the Founder and CEO of SecondMarket. 
I am grateful for the opportunity to testify this morning regarding these important 
subjects. 

First, I’d like to describe SecondMarket. Second, I will discuss the problems in the 
public stock markets that have made the markets inhospitable to growth-stage com-
panies. Next, I will describe the important role that SecondMarket plays in the cap-
ital formation process, by affording access to capital for private companies while also 
providing investors with financial information to make informed investment deci-
sions. 

Finally, I will urge passage of the legislation that is being discussed at today’s 
hearing, particularly the bills that support growing private companies on their road 
to the public markets, while also maintaining a high level of investor protection. 
Modernizing the antiquated ‘‘500 Shareholder Rule,’’ eliminating the ban against 
general solicitation, and easing the path to the public markets for small-cap compa-
nies should be of paramount concern to Congress. These complementary initiatives 
will make it easier for small private companies to flourish and potentially grow into 
large public companies. The issues raised in my testimony directly impact startup 
growth, job creation and American global competitiveness. 
My Background and the SecondMarket History 

I was born and raised in Gaithersburg, Maryland, and attended college at Emory 
University in Atlanta. After graduating in 1998, I started my career as an invest-
ment banker at Houlihan Lokey where I worked on some of the most prominent 
bankruptcies of the last decade, including Enron and WorldCom. Houlihan typically 
represented creditors, and the experience working on complex, problematic 
restructurings proved invaluable. It was this experience that led me to the idea for 
SecondMarket. 

Upon emerging from bankruptcy, creditors in Chapter 11 cases would sometimes 
receive stock in the restructured company that was not saleable in the public mar-
kets. These creditors often would contact Houlihan to inquire about selling these in-
struments. When I asked my colleagues how we could assist the creditors with these 
sales, it was suggested that I should pick up the telephone, start calling my con-
tacts, and find buyers. I was struck that there was no centralized marketplace for 
these assets. Thus, the idea for SecondMarket was born: a transparent, centralized 
marketplace where buyers and sellers could transact in alternative assets. 
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1 See, ‘‘A Wake-Up Call For America’’, David Weild and Edward Kim, Grant Thornton Capital 
Markets Series, Nov. 2009; ‘‘Market Structure Is Causing the IPO Crisis—and More’’, David 
Weild and Edward Kim, Grant Thornton Capital Markets Series, June 2010; ‘‘It’s Official: The 
IPO Market is Crippled—and It Is hurting Our Country’’, Alan Patricof, Business Insider, Jan. 
2011; ‘‘Wall Street’s Dead End’’, Felix Salmon, The New York Times, Feb. 2011; ‘‘Welcome to 
the Lost Decade (for Entrepreneurs, IPOs and VCs)’’, Steve Blank, July 2010; ‘‘U.S. Falls Behind 
in Stock Listings’’, Aaron Lucchetti, The Wall Street Journal, May 2011. 

Having long ago decided I wanted to start my own company, I left my Wall Street 
job and began drafting a business plan. Although the idea has evolved over time, 
we have always been committed to the notion of providing transparency and cen-
tralization to markets that historically had been fragmented and opaque. I founded 
SecondMarket in New York City in late 2004, and we opened for business in 2005. 
We started small and low-tech—just five guys in a tiny office with a few computers 
and phones. 

The first asset class that we focused on was restricted securities in public compa-
nies. These are assets such as restricted stock, warrants and convertibles that are 
issued by public companies but not tradable in the public stock markets. Since that 
time, SecondMarket has experienced significant growth, and we have added markets 
for fixed income (e.g., auction-rate securities, mortgage-backed securities, etc.), bank-
ruptcy claims and private company stock. These asset classes have unique charac-
teristics, objectives and participants. However, they share the common thread that 
they are illiquid, alternative investments that benefit from a centralized market-
place. 

While we have continued to add new asset classes, the size of our participant base 
has exponentially grown. At the beginning of 2009, we had 2,500 registered partici-
pants on SecondMarket. Today we have well over 75,000 participants and the num-
ber is constantly growing. Our technology has also substantially evolved as we have 
invested millions of dollars into our online platform, which provides centralization 
and efficiency to improve the user experience and streamline the sales process. 

Moreover, we are no longer a few individuals in a small office. SecondMarket now 
employs over 130 people in New York and San Francisco, and we currently have 
nearly 25 open positions. I should also note that SecondMarket is an SEC and 
FINRA registered broker-dealer and operates an SEC-registered Alternative Trad-
ing System for its private company stock market. 

SecondMarket is the leading marketplace for facilitating transactions in private 
company stock. We have completed trades in over 50 different companies, including 
Facebook and Twitter. In 2008, we completed $30 million in private company trans-
actions. In 2009, that number rose to $100 million and in 2010, we saw nearly a 
four-fold increase in transactional value. To date, we have completed nearly one bil-
lion dollars in private company stock transactions. Across all of our asset classes, 
we have completed several billion dollars in trades. 

SecondMarket has emerged as an innovative solution provider. We have helped 
retirees get liquidity when their auction-rate securities (which were often marketed 
as a cash equivalent) turned out to be long-term, illiquid investments. We have been 
part of the sales team working in conjunction with Deutsche Bank to help the 
Treasury Department sell TARP warrants. And we’ve helped numerous private com-
panies provide liquidity for their shareholders, many of whom reinvested their 
money into other startups. 
Problems in the Public Stock Markets 

For several decades, startup companies in the United States followed a similar 
path: they raised angel capital, a few rounds of venture capital, and went public 
within 5 years. The vast majority of IPOs were for companies raising $50 million 
or less, even adjusted for inflation. Smaller companies could thrive in the public 
markets, with equity research coverage and market makers driving investor interest 
in growth-stage companies. Over the past 15 years, however, the market structure 
forever changed and the public markets became inhospitable to smaller companies. 

Although SecondMarket is not involved in publishing research, we closely follow 
research findings from industry observers and analysts. 1 Several factors have been 
recognized by these market observers as contributing to the problems in the Amer-
ican public stock markets: 

• Online Brokers—although the introduction of online brokerages helped to make 
trading less expensive, these online brokers replaced retail brokers who helped 
buy, sell and market small-cap, under-the-radar public companies. Stockbrokers 
collectively made hundreds of thousands of calls per day to their clients to dis-
cuss small-cap equity opportunities, and the proliferation of online brokerages 
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2 A SecondMarket analysis of the Russell 3000 (the 3,000 largest U.S. public companies) re-
vealed that companies with a market cap in excess of $10 billion have, on average, 25 different 
financial analysts covering their stock performance. Conversely, companies with a market cap 
of less than $500 million are on average covered by only five analysts. 

3 ‘‘Institutional Traders Around the World Concerned by High-Frequency Trading, Global Sur-
vey Shows’’, MarketWatch, Sep. 2011 (According to the Tabb Group, almost 75 percent of overall 
daily equities trading can be attributed to high frequency trading.). ‘‘How Small Investors Can 
Get Stomped’’ Jason Zweig, The Wall Street Journal, Dec. 2011. 

4 ‘‘Investing Dying as Computer Trading, ETFs and Dark Pools Proliferate’’, John Melloy, 
CNBC, Jan. 2011; ‘‘The Trading Game Is Causing the Manic Market’’, Daniel Indiviglio, The 
Atlantic, Aug. 2011. 

5 ‘‘Why Merger Lawsuits Don’t Pay’’, Jessica Silver-Greenberg, The Wall Street Journal, Aug. 
2011 (Last year, a record 353 lawsuits challenging proposed corporate mergers were filed in 
State and Federal courts across the U.S., a 58 percent increase from 2009); ‘‘A Wild Ride to Prof-
its’’, Jenny Strasburg, The Wall Street Journal, Aug. 2011 (‘‘High-frequency traders benefit from 
price gyrations and high turnover in securities by moving in and out of holdings.’’). 

6 ‘‘Market Structure is Causing the IPO Crisis—and More,’’ David Weild and Edward Kim, 
Grant Thornton Capital Markets Series, June 2010. 

7 Id. 

decimated the profession. Those brokers provided a critical marketing tool for 
the country’s small-cap companies. 

• Decimalization—stock prices used to be quoted in fractions, and the difference 
between fractions created profit for firms providing market making, research 
and sales support to small-cap, public companies. When the markets began 
quoting prices in decimals, trading spreads were reduced and profits were sig-
nificantly cut. It became unprofitable to market small-cap equity and remains 
so today. 

• Sarbanes-Oxley—the legislation is often blamed for the problems in the public 
markets, but many observers believe it is not the most significant factor in com-
panies electing to remain private. Nonetheless, corporate compliance with the 
Sarbanes-Oxley Act has certainly increased costs, especially for smaller public 
companies. 

• Global Research Settlement—once the investment banks began funding equity 
research, conflicts of interest emerged and positive equity reports began to be 
written for undesirable companies. This issue caused State Attorneys General 
to get involved, eventually resulting in the global research settlement. While 
based on sound public policy, the result was that research reports essentially 
stopped being written for small-cap public companies and, consequently, a sig-
nificant marketing mechanism for small-cap companies was eliminated. 2 

• High-Frequency Trading—although high-frequency traders bring significant li-
quidity to the public markets, by definition, they require the volume and veloc-
ity that can only be found in large public companies. A recent report stated that 
high-frequency traders conduct almost 75 percent of the trades taking place in 
the U.S. equity market, and those traders essentially ignore small-cap compa-
nies. 3 

• Average Hold Period—over the past 40 years, the average time that a public 
market investor holds stock has dropped from approximately 5 years in 1970, 
to less than 3 months today. This further highlights the fact that investors are 
now focusing their attention on short-term earnings performance, versus long- 
term, business-building initiatives. 4 

Virtually all of these developments emerged from either well-intentioned policy 
decisions or the natural evolution of the markets in an electronic age. Nonetheless, 
taken in the aggregate, these (and other 5) factors have made the public markets 
undesirable for many companies. These factors are not temporary and are unrelated 
to the current economic climate. These changes to our public stock markets are per-
manent and systemic, and the regulatory regime must reflect that permanence. 

Throughout the 1980s and 1990s, the regulatory environment and overall market 
structure actively supported high-growth private companies joining the public mar-
kets. From 1991 to 2000, there was an average of 520 IPOs per year, with a peak 
of 756 IPOs in 1996. Today, the lack of a properly functioning public market struc-
ture is strikingly obvious. Since 2001, the United States has averaged only 126 IPOs 
per year, with 38 in 2008, 61 in 2009 and 71 in 2010. 6 

Companies are electing to remain private longer than in previous decades, and 
the average time a company remains private has essentially doubled in recent 
years. 7 Moreover, the profile of companies going public has dramatically changed. 
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8 Remarks by the President of the United States in the State of Union Address, The White 
House, Jan. 2011. 

9 Address by the President of the United States to a Joint Session of Congress, The White 
House, Sep. 2011. 

Today, only the very largest companies are going public, and are receiving the sales 
and research support needed to successfully navigate the public markets. 

Simply put, the lackluster IPO market is not providing the solution for investors 
and early employees who need liquidity. M&A is an alternative option for companies 
to obtain liquidity; however, acquisitions often result in job losses and stifled inno-
vation. The growth market is a significant and vital part of the capital formation 
process, and the systemic failure of the U.S. capital markets to support healthy 
IPOs inhibits our economy’s ability to create jobs, innovate and grow. Clearly, a new 
growth market must emerge. 
The SecondMarket Solution 

We were first approached about facilitating trades of private company stock in 
late 2007, when a former Facebook employee contacted us and asked if we could 
help him sell his shares. He had read about how we facilitated transactions in re-
stricted stock in public companies. Since Facebook was not a public company, the 
stock was unregistered and Facebook did not have any plans for an IPO. We facili-
tated that transaction and then spent nearly a year conducting diligence to assess 
the viability of the market. Once we understood that companies were remaining pri-
vate much longer than in prior years, and that systemic changes in the public mar-
kets made it difficult for companies to go public, we were convinced that we could 
fill the role of a new growth market. 

There is not a ‘‘one-size-fits-all’’ trading model for private companies. Each com-
pany has its own goals and objectives. Some companies value control and flexibility, 
others are more concerned with liquidity and valuation. Our business model is pre-
mised on the fact that we will not facilitate transactions in a company’s equity un-
less (and until) we have company authorization. 

In that context, we allow companies to dictate the essential elements of their mar-
ketplace, such as identifying eligible buyers and sellers, setting the amount or per-
centage of shares to be sold, and determining the frequency of transactions. Some 
companies want only former employees to sell, and some want only existing share-
holders to buy. Some permit weekly trading, but most prefer to establish quarterly 
or annual liquidity events. 

When a company uses SecondMarket to establish a sponsored liquidity program, 
we require the company to provide financial disclosures to eligible buyers and sell-
ers, including 2 years of audited financial statements and company risk factors. 
Companies are increasingly comfortable with the mechanics of our market as they 
recognize that the confidential information they provide is only available to a com-
pany’s approved buyers and sellers in a secure, online data room administered by 
SecondMarket. 

Transparency is a critical factor to ensure investor protection and confidence, but 
transparency does not necessarily mean that anyone can view pricing details and 
the financial statements of private companies. The cornerstone of transparency is 
that the actual market participants—the buyers and sellers—have access to infor-
mation to allow them to make informed investment decisions. 

In developing the private company market, SecondMarket has become an impor-
tant part of the capital formation process. By helping companies provide interim li-
quidity to shareholders, we essentially operate as a bridge to an IPO for companies 
that eventually want to go public, or as an alternative option for companies that 
wish to remain private. 
Outdated Regulations 

SEC Chairman Mary Schapiro has said that the SEC is reviewing the regulatory 
landscape to lessen the burdens on private companies. In this year’s State of the 
Union address, President Obama ordered a review of all Government regulations. 
He added: ‘‘When we find rules that put an unnecessary burden on businesses, we 
will fix them.’’ 8 In September, in his address on job creation, the President was 
even more pointed in his remarks: ‘‘We’re also planning to cut away the red tape 
that prevents too many rapidly growing start-up companies from raising capital and 
going public.’’ 9 

I applaud the focus of the Administration, and I believe that the ‘‘red tape’’ that 
the President identified can be removed by passing pending legislation that enjoys 
strong bipartisan support. Rule changes in this area would directly impact compa-
nies’ ability to access capital more readily and cheaply, help companies retain exist-
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10 Venture-backed companies in the United States account for more than 12 million jobs, or 
11 percent of the total private sector employment. ‘‘Venture Impact: The Economic Importance 
of Venture Backed Companies to the U.S. Economy’’, National Venture Capital Journal and IHS 
Global Insight, 2009. 

11 ‘‘The Importance of Startups in Job Creation and Job Destruction, Kauffman Foundation 
Research Series: Firm Formation and Economic Growth’’, July 2010. Significantly, the study 
notes that even during poor economic conditions, ‘‘job creation at startups remains stable while 
net job losses at existing firms are highly sensitive to the business cycle.’’ 

ing employees and hire new ones, and bolster American global competitiveness. At 
a time when our lawmakers, policy makers, and regulators debate how best to cre-
ate new jobs, I believe the proposed changes to the regulatory rules could have a 
major impact on job creation. 

It is commonly understood that venture-backed companies fuel job growth in this 
country, 10 but most people do not appreciate the astounding extent to which the 
statement is true. In a 2010 study, the Kauffman Foundation noted that startups 
create an average of three million new jobs annually and the most new net jobs in 
the United States. 11 The study bluntly states: ‘‘Put simply . . . without startups, 
there would be no net job growth in the U.S. economy.’’ 

Thus, it is essential that the regulatory framework recognizes this dynamic and 
permits these startups to flourish. Policy makers need to understand that any seri-
ous effort to create jobs has to address the concerns of entrepreneurs. The Kauffman 
study concludes by noting that ‘‘States and cities with job creation policies aimed 
at luring larger, older employers can’t help but fail, not just because they are zero- 
sum, but because they are not based on realistic models of employment growth. Job 
growth is driven, essentially entirely, by startup firms that develop organically . . . 
effective policy to promote employment growth must include a central consideration 
for startup firms.’’ 

SecondMarket’s clients are some of the fastest-growing, most successful tech-
nology startups in the United States, and I’ve developed strong relationships with 
executives at several of these private companies. These executives are often con-
cerned that they are not ready or able to successfully navigate the public markets. 
They are also concerned about regulatory hurdles that restrict their ability to re-
main private. The concerns are varied, but two particular regulatory hurdles often 
are identified: 

• The so-called ‘‘500 Shareholder Rule’’ codified in Section 12(g)(1) of the Ex-
change Act of 1934, which compels private companies to become public report-
ing companies once they have exceeded 499 holders of record and have more 
than $10 million in assets at the end of any fiscal year. 

• The prohibition against ‘‘general solicitation’’ and ‘‘advertising’’ in connection 
with private placements of unregistered securities, which has been broadly in-
terpreted to mean that potential investors must have a preexisting relationship 
with an issuer or intermediary before the potential investor can be notified that 
unregistered securities are available for sale. 

The shareholder threshold was established in 1964 and initially worked quite 
well. For many years, companies were going public within a few years of founding, 
and rarely were concerned about exceeding the shareholder threshold. That is no 
longer the case. 

The pay structure at startup companies generally involves giving employees 
below-market salaries along with options which vest over several years. The options 
are an economic incentive that allows employees to realize the financial upside of 
contributing to a successful startup. The companies prefer to give equity in lieu of 
cash compensation because startups generally need to conserve capital in order to 
grow their business. Option holders, in fact, are exempted from being counted as 
common share owners under the 500 Shareholder Rule, even if the options are vest-
ed, so awarding options to employees does not adversely impact the shareholder 
count until the option holders exercise the options. However, in the new reality of 
companies taking nearly a decade to go public, option holders are often fully vested 
well before an IPO, and shareholders who exercise their options hold common stock 
and are counted towards the 500 shareholder cap. 

The significance of this development cannot be overstated. The 500 Shareholder 
Rule has created a disincentive for private companies to hire new employees, or ac-
quire other businesses for stock, as these private companies are fearful of taking 
on too many shareholders. Application of the rule also discourages companies from 
providing equity-based compensation to employees, removing one of the great eco-
nomic incentives attracting the country’s best and brightest employees to startups. 
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12 Meredith Cross, the Director of Corporate Finance at the SEC, recently testified before this 
Committee that the ‘‘beneficial owner’’ issue is unique to publicly traded companies. She said 
the shift to brokers holding public company stock in street name on behalf of investors ‘‘means 
that for most publicly traded companies, much of their individual shareholder base is not count-
ed under the current definition of ‘held of record.’ Conversely, the shareholders of most private 
companies, who generally hold their shares directly, are counted as ‘holders of record’ under the 
definition.’’ Testimony on ‘‘Spurring Job Growth Through Capital Formation While Protecting 
Investors’’ before the Committee on Banking, Housing, and Urban Affairs, p. [50], Dec. 1, 2011. 

13 ‘‘If the issuer knows or has reason to know that the form of holding securities of record 
is used primarily to circumvent the provisions of Section 12(g) or 15(d) of the Act, the beneficial 
owners of such securities shall be deemed to be the record owners thereof.’’ Section 12(g)(5)(1), 
Securities Act of 1934. 

The 500 Shareholder Rule also directly impacts a company’s financing decisions. 
When a private company raises capital, its management team understands that 
there are only 500 total ‘‘slots’’ for common stock shareholders—both employee own-
ers and investors. That means limiting the pool of potential individual and institu-
tional investors that will have access to the investment opportunity. 

There has been recent discussion (and confusion) about the mechanics of counting 
shareholders for public and private companies, and the distinction between ‘‘holders 
of record’’ and ‘‘beneficial owners.’’ Today, the vast majority of securities of publicly 
traded companies are held in ‘‘street name’’ rather than directly by the actual own-
ers, meaning that the name of brokers who purchases securities on behalf of their 
clients (rather than the actual owners) are listed as holders of record. A broker may 
own stock on behalf of several dozen or several thousand beneficial owners, but be-
cause the shares are held in street name, the broker is considered as only one hold-
er of record. 

Some have speculated that this paradigm exists for private companies, and allows 
private companies to have far more than 499 beneficial owners. However, private 
companies are in an entirely different situation. Private companies closely manage 
their investor base and typically place restrictions on the sale of shares, and they 
do not want brokers holding stock on behalf of individuals unknown to the compa-
nies. Shareholders of private companies directly own the shares and, thus, there 
generally is no distinction between the number of holders of record and beneficial 
owners. 12 Regardless, if a private company attempted to use a broker or an invest-
ment vehicle to circumvent the 500 Shareholder Rule, the SEC could use the ‘‘anti- 
evasion’’ rule in Section 12(g)(5)(1) of the Securities Act to require companies to 
count the beneficial owners as holders of record. 13 

The prohibition against general solicitation is similarly problematic. Under many 
of the existing SEC private placement exemptions, only ‘‘accredited investors’’ are 
eligible to purchase private company stock. An individual must meet certain finan-
cial standards to qualify as an accredited investor. The SEC and Congress recognize 
that sophisticated, accredited individual and institutional investors have greater ca-
pacity for risk and do not require the enhanced protections provided to the average 
retail investor. 

As previously noted, the prohibition against general solicitation and advertising 
requires that issuers and intermediaries have a preexisting relationship with the ac-
credited investor in order to make offerings available. In fact, if a nonaccredited in-
dividual is even aware of an offering of unregistered securities, the entire offering 
may be at risk due to the prohibition against general solicitation. 

Frankly, if only accredited investors are eligible to purchase unregistered securi-
ties, shouldn’t we strive to maximize the pool of accredited investors that have ac-
cess to the offering? It should not matter that nonaccredited individuals know that 
unregistered securities are available for sale. No one prohibits car manufacturers 
from advertising, even though children under the legal driving age are viewing the 
advertisements, and pharmaceutical companies are free to advertise to people who 
do not have (and are not eligible for) prescription medication. The general solicita-
tion prohibition unnecessarily limits the pool of potential investors, thereby restrict-
ing companies’ ability to raise capital to fuel growth. 

Currently, all buyers on SecondMarket must be accredited investors (even in asset 
classes where it is not a regulatory requirement). Should the ban on general solicita-
tion be eliminated, we would support an SEC effort to mandate a more stringent 
onboarding process for all market participants to ensure that accredited investors 
meet the eligibility requirements. In fact, to that end, we have actively been explor-
ing strengthening our internal onboarding and verification processes to exceed cur-
rent SEC requirements. 

I believe that all of the capital formation bills being considered by Congress (e.g., 
creating a crowdfunding exemption and increasing the cap on ‘‘mini offerings’’ under 
Regulation A from $5 million to $50 million) are important for our country’s entre-
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14 See, e.g., Final Report of the SEC Government-Business Forum on Small Business Capital 
Formation to the United States Securities and Exchange Commission, Nov. 2010, Sep. 2009, 
Nov. 2008, Sep. 2005, Sep. 2004, Dec. 2003, Feb. 2002, May 2001 (advocating eliminating the 
prohibition against general solicitation); Nov. 2010, Sep. 2009, Nov. 2008 (advocating exemption 
of accredited investors from the shareholder limit); Nov. 2010, Sep. 2009 (advocating increasing 
the 500-shareholder limit). 

preneurs and will help improve access to capital for startups. However, I wish to 
focus on three of the bills that I believe warrant immediate passage by this Con-
gress: 

1. ‘‘The Private Company Flexibility and Growth Act’’ (S. 1824), which increases 
the 12(g)(1) shareholder threshold from 500 to 2,000 record holders, and in-
cludes an exemption that would exclude current and former employee-share-
holders from the shareholder count. The bill also contains a provision to allow 
publicly traded community banks to deregister from the SEC if they have less 
than 1,200 record holders. Significantly, this provision does not apply to other 
publicly traded companies (i.e., nonbanks). 

2. ‘‘The Access to Capital for Job Creators Act’’ (S. 1831), which eliminates the 
ban against general solicitation and advertising in the context of issuer private 
placements provided that the ultimate purchaser qualifies as an accredited in-
vestor. 

3. ‘‘The Reopening American Capital Markets to Emerging Growth Companies 
Act of 2011’’ (S. 1933), which establishes a new category of issuers, called 
‘‘emerging growth companies’’ that have less than $1 billion in annual revenues 
at the time they register with the SEC, and less than $700 million in publicly 
traded shares after the IPO. The legislation creates an ‘‘on-ramp’’ for compa-
nies to help them go public. 

These extremely important pieces of legislation complement each other well. The 
effort to ease the path to the public markets for companies is an essential policy 
objective, and Kate Mitchell and her colleagues on the IPO Task Force have done 
an extraordinary job formulating a commonsense strategy to address IPO problems. 
However, Congress also needs to recognize that even with an easier on-ramp process 
towards an IPO, companies will continue to remain private longer than in past dec-
ades. The structural problems that exist in the public markets—short-term trading 
fueled by computers, the lack of research coverage for small-cap companies, the 
focus on beating quarterly earnings projections, even the meteoric rise in share-
holder derivative lawsuits—will continue to exist. These and other factors have 
whittled away the public’s trust and confidence in the public stock markets, and 
have made entrepreneurs such as myself less interested in taking their companies 
public. 

Thus, it is equally important that Congress modernizes the 500 Shareholder Rule 
to give private companies the flexibility to create more jobs, compensate employees 
with equity, and raise capital from a broader group of investors. A review of the 
Congressional cosponsors of these bills underscores that many members understand 
the importance of passing these bills—there is significant overlap in both the House 
and Senate sponsorship. 

There is also broad private sector support for modernizing the 500 Shareholder 
Rule. We submitted a letter to Congressional leadership and Members of this Com-
mittee endorsed by some of the leading technology entrepreneurs, venture capital-
ists and angel investors in the country urging Congress to immediately pass this 
important legislation. Outside of the technology sector, companies and advocacy 
groups across a wide range of industries throughout the country have submitted en-
dorsement letters to Congress. 

Moreover, modernizing the shareholder rule and eliminating the ban against gen-
eral solicitation are not new concepts: industry experts and participants have advo-
cated for implementing these changes for many years. 14 In 2009, the SEC kindly 
invited me to participate in its Small Business Capital Formation Forum. I accepted 
the invitation and participated on a panel regarding the state of small business cap-
ital formation. I also listened to multiple panelists advocate for these changes. In 
fact, for several years, the Forum’s participants have recommended that the SEC 
increase the shareholder threshold, and for over a decade the participants have rec-
ommended that the SEC eliminate the ban against general solicitation in the con-
text of private placements. 
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Conclusion 
In summary, I want to thank Chairman Reed, Ranking Member Crapo, and the 

Members of the Committee for the opportunity to participate in this important 
Hearing. 
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December 12, 201 1 

The Honorable John Boehner 
Speaker of the House of Representatives 
1011 Longworth House Office Build ing 
Washington, DC 205 15 

The Honorable Eric Cantor 
HOlLSe Majority Leader 
303 CaMon House Office Building 
Washington, DC 20515 

The Honorable Nancy Pelosi 
HotLSe ~'Iinority Leader 
235 CaMon House Office Building 
Washington, DC 205 15 

Re: Passage of H.R. 2167 and S. 1824 

Dear Members: 

The Honorable Harry Reid 
Senate Majority Leader 
522 Hart Senate Office Bu ilding 
Washington, DC 205 IO 

TIle Honorable lvlitch lvIcConnell 
Senate Minority Leader 
317 Russell Senate Office Building 
Washington, DC 20510 

We are writing this letter to strongly urge Congress to pass legislation that will modemize the 
decades-old "500 Shareholder Rule." The mle, implemented in 1964, compels private companies to 
become public reporting companies once they exceed 499 shareho lders and have more than $10 
million in assets. The 500 Shareholder Rule is outdated, overly restrict ive, and limits U.S . job 
creation and American global compet itiveness. We are encouraged that some policymakers are 
e>"'Ploring ways to stimulate job growth by supporting revenue-neutral legislation in a 
bipartisan way. 

For several decades, startup companies in the U.S. fo llowed a familiar path -- they raised angel 
capital, a few rotmds of venture capital, and went public within five years. However, in recent 
years, the public markets have become inhospitable to smaller public companies, causing the 
timeline for going public to increase to nearly a decade. Given the much longer timeline for 
startups, regulations such as the 500 Shareholder Rule shou ld be modernized. 

The paystmcture at these startups genera lly involves providing employees with stock options that 
vest over several years. lllese options serve as an economic incentive that enables employees to 
realize the fmancial upside of contributing to a successful startup. Awarding options to employees 
does not adversely impact the shareho lder count until the holders exercise the options. 
However, option holders today are often fu lly vested well before an IPO, and shareholders who 
exercise their options are then counted towards the shareholder cap. 

Thus, the 500 Shareholder Rule has created a disincentive for private companies to hire and/or 
provide equity-based compensat ion to new employees. Companies are also discouraged from 
acquiring other businesses fo r stock, for fear of taking on too many shareholders. 
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Further, the 500 Shareholder Rule directly impacts a company's financing decisions. When a private 
company raises capita~ its management team understands that there are only 500 total "slots" for 
shareholders -- both emp loyee owners and investors. TIlat means limiting the poo l of potential 
individual and inst itutional investors that have access to the in vestment opportunity. 

Fortunately, bipart isan bills have been introduced in the HOllse and Senate to modemize the 500 
Shareholder Rule. Reps. Schweikert (R-AZ) and Himes (D-CT) introduced H.R. 2167, "The Private 
Company Flexibility and Growth Act," which was unanimously approved by the House Financial 
Services Committee. The Senate version of the same name (S. 1824) was recent ly introduced by 
Sens. Toomey (R-PA) and Carper (O-OE). Both bills would exempt current and former employees 
from the shareho lder count. The House bill also increases the thresho ld to 1,000 shareholders while 
the Senate version increases the count to 2,000. 1l1ese bills would provide companies with the 
requisite flexibil ity to go public when it makes strategic sense for the companies. 

We note that in a 20 I 0 study, the Kauffman Foundation detennined that startups create an average of 
three mi llion new jobs annually and the most new net jobs in the United States. The study bluntly 
states: "Put simply ... without startups, there would be no net job growth in the U.S. economy." At a 
time when our lawmakers, policymakers and regulators debate how best to create new jobs, support 
of this legislation could have a major impact on job creation. 

We hope that Congress will pass legislation to modernize the 500 Shareholder Rule as quickly as 
possible. 

Sincerely yours, 

Scott Abel Jeff Clavier Jack Dorsey 
Spiceworks SoftTech VC Square 
CEO Managing Partner CEO and Chairman 
Austin. TX Palo Alto, CA San Francisco, CA 

Ryan Allis Dick Costo lo Brad Feld 
iContact Twitter Foundry Group 
Founder and CEO CEO Managing Director 
Raleigh, NC San Francisco, CA Boulder, CO 

Jeffre y Bussgang Angus Davis Rand Fishkin 
Flybridge Capital Partners Swipely SEOmoz 
General Partner Founder and CEO Co-Founder and CEO 
Boston, MA Providence, RI Seattle, \VA 

Jason Calacanis Mary Dent Jennifer Fleiss 
Mahalo SVB Financia l Group Rent the Runway 
Founder and CEO Genera l Counsel Co-Founder and President 
Culver City, CA Santa Clara, CA New York, NY 
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Tony Florence Chris Larsen Alan Patricof 
New Enterprise Associates Prosper Greycroft Partners 
Partner Co-Founder and CEO Managing Director 
Washington, DC San Francisco, CA New York, NY 

Dave Gilboa Mike Lazerow Alex Rampe ll 
Warby Parker Buddy l\Iedia Tria lPay 
Co-Founder and CEO Founder and CEO Co-Founder and CEO 
New York, NY New York, NY Mountain View, CA 

Dave Goldberg Lawrence Lenillan Naval Ravikant 
SurveyIvlonkey First ivlark Capital AngelList 
CEO Managing Director Co-Founder 
Palo Aho, CA New York, NY San Francisco, CA 

James Guiterrez Howard Lernlan N iel Robertson 
Progreso Financiero Ye;..1 Trada 
Chairman and CEO Co-Founder and CEO CEO 
Menlo Park, CA New York, NY Boulder, CO 

Peter Harrison Dana Mauriello Kevin Ryan 
GlobalLogic ProFounder Gilt Groupe 
CEO Co-Founder and President FOlUlder and CEO 
Mclean, VA Los Angeles, CA New York, NY 

Kevin Hartz Dave McClure Barry Silbert 
Eventbrite 500 Startups SecondMarket 
Co-Founder and CEO Founding Partner Founder and CEO 
San Francisco, CA San Francisco, CA New York, NY 

Justyn Howard Mike McCue Bill Strauss 
Sprout Social Flipboard Shoe Dazzle 
Pres ident and CEO Co-Founder and CEO CEO 
Chicago, IL San Francisco, CA Los Angeles, CA 

Philip James Chamath Palihapitiya Jon Teo 
Lotl g Social + Capital General Catalyst Partners 
Founder and President Managing Partner Managing Director 
New York, NY San Francisco, CA New York, NY 

Eric Koester David Tisch 
Zaarly TechStars New York 
Founder and CM 0 Managing Director 
San Francisco, CA New York, NY 
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PREPARED STATEMENT OF STEPHEN LUPARELLO 
VICE CHAIRMAN, FINANCIAL INDUSTRY REGULATORY AUTHORITY 

DECEMBER 14, 2011 

Chairman Reed, Ranking Member Crapo, and Members of the Subcommittee, I 
am Steve Luparello, Vice Chairman of the Financial Industry Regulatory Authority, 
or FINRA. On behalf of FINRA, I would like to thank you for the opportunity to 
testify today. 
FINRA 

FINRA is the largest independent regulator for all securities firms doing business 
in the United States, and, through its comprehensive oversight programs, regulates 
the firms and professionals that sell securities in the United States and the U.S. 
securities markets. FINRA oversees approximately 4,500 brokerage firms, 163,000 
branch offices and 636,000 registered securities representatives. FINRA touches vir-
tually every aspect of the securities business—from registering industry participants 
to examining securities firms; writing rules and enforcing those rules and the Fed-
eral securities laws; informing and educating the investing public; providing trade 
reporting and other industry utilities and administering the largest dispute resolu-
tion forum for investors and registered firms. 

In 2010, FINRA brought 1,310 disciplinary actions, collected fines totaling $42.2 
million and ordered the payment of almost $6.2 million in restitution to harmed in-
vestors. FINRA expelled 14 firms from the securities industry, barred 288 individ-
uals and suspended 428 from association with FINRA-regulated firms. Last year, 
FINRA conducted approximately 2,600 cycle examinations and 7,300 cause examina-
tions. 

FINRA’s activities are overseen by the SEC, which approves all FINRA rules and 
has oversight authority over FINRA operations. 
Protection of Retail Investors by the Federal Securities Laws 

As a general matter, and depending upon the transaction, the Federal securities 
laws provide the following types of protection to retail investors: 

• Antifraud Authority—The Federal securities laws prohibit various forms of 
fraud, including fraudulent, deceptive or manipulative practices in connection 
with the purchase or sale of a security. For example, Rule 10b-5 under the Se-
curities Exchange Act of 1934 has been used successfully to combat a broad 
range of abusive practices, such as insider trading and market manipulation. 

• Disclosure—For many transactions, the Federal securities laws require disclo-
sure about the issuer and the securities being sold. For example, the Securities 
Act of 1933 generally requires that publicly offered securities be sold through 
a prospectus that provides important information about the securities, the com-
pany’s management and operations, and the risks of buying the securities. 

• Regulation of Intermediaries—The Federal securities laws regulate securities 
intermediaries. For example, the Securities Exchange Act of 1934 generally re-
quires the registration of any firm or individual who is in the business of selling 
securities as agent or principal, and subjects retail brokers and dealers to 
FINRA’s rigorous examinations and oversight. In general, a person who is offer-
ing investment advice must register with the SEC under the Investment Advis-
ers Act of 1940 or with the States. 

• Qualification of Investors—The level of regulation provided by the Federal secu-
rities laws will often depend upon the sophistication or wealth of the investor. 
For example, Rule 506 of Regulation D provides a safe harbor from registration 
for securities sold to an unlimited number of ‘‘accredited investors,’’ who meet 
certain thresholds of net worth or income, and up to 35 nonaccredited investors. 
The rule also requires that any unaccredited investors to whom the securities 
are sold must have enough investment experience and knowledge to make an 
informed decision about the merits and risks of the investment. 

• Market Regulation—The Securities Exchange Act of 1934 and the regulation of 
the stock exchanges and other market participants by the SEC and FINRA es-
tablish standards that are designed to protect the integrity of the public mar-
kets. 

The Federal securities laws are intended to achieve at least two objectives. First, 
they are designed to protect customers from abusive or fraudulent practices. Second, 
and equally important, they are intended to provide the investing public with con-
fidence that market participants will treat customers fairly. 
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1 Office of the Inspector General, Securities and Exchange Commission, Regulation D Exemp-
tion Process 2 (March 31, 2009). 

This testimony will address FINRA’s regulation of intermediaries. From the per-
spective of a less sophisticated, retail investor, an intermediary can appear objective 
in its selection of securities to offer and reliable in its completion of the investor’s 
securities transaction. Perhaps in recognition of this relationship, Rule 506 of Regu-
lation D requires that each nonaccredited investor, ‘‘either alone or with his pur-
chaser representative(s),’’ have a specified degree of financial sophistication. 

These assumptions by a retail investor about the professionalism of a securities 
intermediary necessitate that an intermediary be subject to adequate oversight by 
a securities regulator. In the course of our work, FINRA examines registered broker- 
dealers for compliance with the securities laws, SEC rules and our own rules. Of 
course, the particular requirements applicable to an intermediary should partly de-
pend upon the nature of the intermediary’s business. FINRA thus makes every ef-
fort to tailor its oversight according to the various business models within the 
broker-dealer industry. 

In response to the Subcommittee’s request, we are focusing the following discus-
sion on the private placement and microcap markets. Given that the private place-
ment market is a relevant analogy to a number of the capital-raising constructs cur-
rently under consideration, we believe our experience with that market and the 
issues and regulatory problems that we have found in that area may be particularly 
helpful to the Subcommittee. 
The Private Placement Market 

The private placement market is an essential source of capital for American busi-
ness, particularly small firms. Regulation D under the Securities Act of 1933 pro-
vides the most important avenue for a company to privately issue shares. According 
to one estimate, in 2008 companies intended to issue approximately $609 billion of 
securities in Regulation D offerings. 1 While the private placement market is an im-
portant source of capital for many U.S. companies, the Federal securities laws per-
mit issuers to privately place their securities directly with qualified purchasers, 
without necessitating the protections of a regulated intermediary, and with limited 
or no disclosure about the company. In our oversight of broker-dealers that partici-
pate in Regulation D offerings, FINRA has uncovered fraud and sales practices 
abuses. Recently, for example, FINRA sanctioned a number of firms and individuals 
for providing private placement memoranda and sales material to investors that 
contained inaccurate statements or omitted information necessary to make informed 
investment decisions. 

As a response to these problems, in 2010 FINRA issued guidance to firms con-
cerning their participation in Regulation D offerings. The Notice reminded firms 
that FINRA’s suitability rule requires that a broker-dealer conduct a ‘‘reasonable in-
vestigation’’ concerning recommended Regulation D offerings. The guidance also 
made clear that the requirement to conduct a reasonable investigation is a duty of 
a broker-dealer that arises from a long history of case law under the antifraud pro-
visions, and under FINRA’s just and equitable principles of trade. This duty re-
quires the broker-dealer to understand the Regulation D securities and to take rea-
sonable steps to ensure that the customer understands the risks and essential fea-
tures of those securities. 

In October, FINRA filed with the SEC proposed rule amendments to ensure that 
firms make basic disclosures about private placements that they recommend to their 
retail customers. This proposal, which is still pending at the SEC, would require 
firms to disclose the anticipated use of offering proceeds, the amount and type of 
offering expenses, and the amount and type of compensation to be paid. The pro-
posed rule amendments also would require ‘‘notice’’ filings with FINRA of a broker- 
dealer’s private placement activities. 
Microcap Markets and Fraud 

Microcap issuers are companies with low levels of capitalization. Often they are 
startups or shell companies whose stock is thinly traded in the over-the-counter 
market. Some may be private issuers whose shares became eligible for trading in 
the over-the-counter market. Others may have originally issued their shares 
through an exemption from registration, such as Regulation D, but have since be-
come public companies through a reverse merger with a shell company or through 
other means. 

Even the microcap issuers whose shares have been registered under the Securities 
Act of 1933 can present particular risks to retail investors. These companies may 
not be followed by independent financial analysts, their shares may be thinly trad-
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ed, and the publicly available information about the company may not provide a suf-
ficient basis to evaluate the company’s claims about its business prospects. 

During the last 2 years, FINRA has referred more than 500 matters involving po-
tential microcap fraud to the SEC. For example, in one matter the SEC suspended 
trading in a purported power company and charged several of its executives with 
inflating the price of its stock by issuing a barrage of press releases touting the com-
pany, including claims that it was building a $10 billion nuclear power plant. In 
fact, the company, which went public through a reverse merger, had essentially no 
revenue or operations. The SEC also alleged that the company falsely claimed that 
its management had such confidence in the company that they had not sold any of 
its stock; records obtained by the SEC showed that two senior executives had se-
cretly unloaded extensive stock holdings. 

Fraudulent schemes in microcap stocks often seek to exploit well-publicized news 
events or trends. After the Japanese tsunami, FINRA warned investors about scams 
involving companies that claimed to offer products or services for detecting gamma 
rays or cleaning up nuclear waste. FINRA has also referred matters to the SEC in-
volving stocks linked to China, the Gulf oil spill, gold, and clean energy. 

FINRA’s Office of Fraud Detection and Market Intelligence 
Many of the referrals noted above originate in FINRA’s Office of Fraud Detection 

and Market Intelligence (OFDMI). OFDMI’s mission is to ensure that allegations of 
serious fraud received by FINRA in the form of complaints, regulatory filings and 
other sources are subjected to a heightened review. OFDMI serves as a centralized 
point of contact on fraud issues, within FINRA and externally with other regulators 
and the public. The creation of OFDMI has expedited fraud detection and investiga-
tion, by pursuing matters as far as possible and by referring cases that fall outside 
of FINRA’s scope to the appropriate authorities. 

So far this year, OFDMI has referred more than 600 matters involving potential 
fraudulent or illegal conduct to the SEC or other Federal law enforcement agencies 
for further investigation. In 2010, OFDMI made more than 550 referrals. These 
matters involved a wide range of issues, including insider trading, microcap fraud 
and Ponzi schemes. 

Through the Central Review Group unit, OFDMI has centralized the receipt, anal-
ysis and distribution of tips, complaints and referrals from the public and other reg-
ulators. In addition, OFDMI has implemented a comprehensive prioritization system 
that is used across all of FINRA’s regulatory operations. This operational enhance-
ment means that serious matters are escalated and investigated more quickly. 

FINRA’s Office of the Whistleblower, first established in March 2009, continues 
to receive and process, on an expedited basis, a significant amount of incoming in-
formation. As of November 2011, the office has received and triaged over 180 sub-
stantive calls to its hotline, and another 180 reviews were initiated from emails re-
ceived via a dedicated email address. The office made 37 formal referrals to the SEC 
or other law enforcement agencies, and another 54 internal referrals. As a result, 
12 registered representatives have been permanently barred from the securities in-
dustry, with an average of 135 days from the receipt of the matter to the imposition 
of the bar. 

As of November 30, 2011, the Fraud Surveillance unit of OFDMI has referred 277 
matters to the SEC this year. The referrals include matters involving issuer fraud, 
pump-and-dump schemes, market manipulation and account intrusions. During the 
same time period, OFDMI’s Insider Trading Surveillance unit made 285 insider 
trading referrals to the SEC, the highest in FINRA’s history. The referrals included 
suspicious trading ahead of material news announcements by hedge funds, institu-
tional investors, private equity funds and retail investors. 

Beyond the establishment of OFDMI, FINRA also has enhanced its examination 
programs and procedures in a variety of ways intended to help us better detect con-
duct that could be indicative of fraud. Our examination teams are expected to focus 
most on those areas at firms that pose a real risk to investors. FINRA staff created 
an ‘‘Urgent’’ designation for those regulatory matters posing the greatest potential 
for substantial risk to the investing public. Urgent matters are expedited and then 
reviewed to make certain that the right level of resources and expertise are assigned 
to them, and to ensure there is coordination and information sharing across FINRA 
departments. We also have increased the number of staff in our district offices 
tasked with in-depth and ongoing understanding of specific firms, including in-
creased real-time monitoring of business and financial changes occurring at a firm. 
This expansion has enhanced our staff’s ability to evaluate available regulatory in-
formation and to target examinations based on that information. 
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1 I joined the Commission’s Division of Enforcement, as an attorney and later Branch Chief, 
in the Los Angeles Regional Office from 1986 to 1989. From 1990 to 1994, I served as an Attor-

Investor Education 
Investor education is a critical component of investor protection and FINRA is 

uniquely positioned to provide valuable investor education primers and tools. 
FINRA sponsors numerous investor forums and outreach programs, and our Web 
site is a rich source of such material, including investor alerts, unbiased primers 
on investing and interactive financial planning tools. In addition to the investor edu-
cation activities of FINRA itself, the FINRA Investor Education Foundation is the 
largest foundation in the United States dedicated to investor education. 

Relative to the issues we are discussing today, FINRA has produced investor 
alerts that clearly explain the characteristics of the most commonly used securities 
frauds, including Ponzi and pyramid schemes, pump-and-dumps and offshore scams. 
For example, a range of investor alerts issued just this last year warned investors 
about: 

• gold stock scams that mine investors’ pocketbooks; 
• fraudulent schemes exploiting the tsunami and nuclear crises in Japan; and 
• pre-IPO scams purporting to offer access to shares of Facebook and other pop-

ular, well-known private companies. 
Drawing on ground-breaking research supported by the FINRA Investor Edu-

cation Foundation, we have delivered dozens of investor seminars that explore who 
is at risk, how to recognize the psychological persuasion tactics used by fraudsters 
to lure in their victims—tactics that are constant across a wide variety of frauds— 
and what simple, actionable steps investors can take to avoid investment scams. To 
reach an even wider audience, the FINRA Foundation produced an award-winning 
documentary, Trick$ of the Trade: Outsmarting Investment Fraud, which has aired 
more than 740 times on 170 public television stations in 30 States since September 
2010. 

A key theme of our investor protection initiatives is ‘‘Ask and Check.’’ We encour-
age investors to find out whether an investment professional is licensed—and to 
verify the information using FINRA’s BrokerCheck system. BrokerCheck allows in-
vestors to quickly access information about the disciplinary history, professional 
background, business practices and conduct of the brokerage firms and individual 
brokers with whom they invest. While dealing with a licensed professional isn’t a 
guarantee against fraud, most investment scams tend to involve unlicensed profes-
sionals touting unregistered securities. 
Conclusion 

We appreciate the Subcommittee’s continued focus on improving access to capital 
for startups and small businesses while continuing to provide protections for inves-
tors. We hope that sharing our experiences in dealing with regulatory challenges in 
private offerings provides useful insight as the Subcommittee continues its evalua-
tion of the many bills pending relative to this issue. As noted above, Federal securi-
ties law and SRO rules provide protection for retail customers through five primary 
mechanisms—antifraud authority, disclosure, regulation of intermediaries, qualifica-
tion of investors, and market regulation. The legislative proposals currently under 
consideration attempt to build in some or all of these mechanisms in various ways. 
We would be happy to continue to work with the Subcommittee and its Members 
as you consider how best to balance the goals of providing new opportunities for 
building capital and protecting investors. 

Again, I appreciate the opportunity to testify today. I would be happy to answer 
any questions you may have. 

PREPARED STATEMENT OF MARK T. HIRAIDE 
PARTNER, PETILLON, HIRAIDE & LOOMIS, LLP 

DECEMBER 14, 2011 

Chairman Reed, Ranking Member Crapo, distinguished Members of the Com-
mittee, thank you for the opportunity to appear here today to discuss investor risks 
in capital raising. 

My name is Mark Toshiro Hiraide. I am a partner in the law firm of Petillon 
Hiraide & Loomis LLP, in Los Angeles, California. I have been in private practice 
since forming the firm with my partners in 1994, after serving 8 years as an attor-
ney for the Securities and Exchange Commission. 1 Since leaving the Commission 
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ney-Advisor in the Commission’s Division of Corporation Finance in Washington, DC. While at 
the Commission, I was appointed by the United States Attorney’s Office to serve as a Special 
Assistant United States Attorney to prosecute a major criminal securities fraud case that I had 
litigated for the Commission. 

2 See, e.g., recently released Fall 2011 State of Small Business Report, John Paglia, lead re-
searcher of the Pepperdine Private Capital Markets Project and associate professor of finance 
at Pepperdine University’s Graziadio School of Business and Management. 

3 Private Capital Markets Project Survey Report 2011–2012, Private Capital Markets Project, 
Pepperdine University’s Graziadio School of Business and Management 
(www.bschool.pepperdine.edu/privatecapital). 

4 ACE-Net received a no-action letter from the staff of the Commission (Angel Capital Elec-
tronic Network, SEC No-Action Letter, 1996 WL 636094 (Oct. 25, 1996)), key no-action letter 
that many have relied on for guidance on the issue of whether organizers of Internet-based 
matching services are required to register as broker-dealers or investment advisers. In deter-
mining that ACE-Net was not required to register, the Commission staff emphasized that ACE- 
Net and the local operators did not provide advice about the merits of particular investments, 
did not participate in negotiations for transactions between participants, did not receive com-
pensation from ACE-Net users, other than flat fees to cover administrative costs (which were 

Continued 

over 17 years ago, I have spent my career as legal counsel to entrepreneurs and 
small and mid-sized public companies, assisting them in private and public securi-
ties offerings. My practice includes defending officers and directors in civil litigation 
arising out of securities offerings and merger and acquisition transactions and pros-
ecuting civil claims on behalf of aggrieved investors. I also practice before the SEC 
and FINRA in regulatory defense matters. Relevant publications include the legal 
treatise, ‘‘Representing Start-Up Companies,’’ published by Thomson Reuters, of 
which I am a coauthor, and the ‘‘Guide to California Securities Practice’’ published 
by the Corporations Committee of the Business Law Section of The State Bar of 
California for which I served on the Editorial Committee. 
The Funding Gap 

The importance of early-stage capital to our economy, and the challenges to entre-
preneurs in accessing it, even prior to the recent economic downturn, has been well 
documented. 2 Recent events have made it even more difficult for new companies re-
quiring seed capital to attract it. Home equity, traditionally a source of capital for 
seed stage investors, has diminished with the deep decline in real estate prices. 
Moreover, continuing economic uncertainty has caused many early-stage investors 
to be risk averse. 

In my experience, a start-up’s first seed capital investment of $250–$500,000 is 
critical to the development a health equity market ‘‘food chain.’’ This initial funding 
level allows technologies and concepts to be validated. Without such validation, it 
is often difficult for our client entrepreneurs even to be considered by professional 
venture capital and Angel investors. 

According to a recent survey, 76 percent of 253 investment bankers surveyed said 
that the number of companies with $1 million EBITDA (a company’s earnings before 
the deduction of interest, tax, and amortization expenses) who are worthy of invest-
ment exceeds the amount of capital available (whereas, only 58 percent of the in-
vestment banked respondents said the capital available exceeds the number of com-
panies with $100 million EBITDA that meet investment criteria). 3 

Can the Internet and modern communication technologies help close the funding 
gap? If the current statutory limitations on conducting private offerings are elimi-
nated, what are the risks to investors? I look forward to answering any questions 
you may have regarding each of the bills being considered by the Committee. How-
ever, I will limit my remarks to two experiences that may prove instructive in con-
sidering crowdfunding legislation, as this legislation has the greatest potential for 
abuse. 
Lessons Learned From Ace-Net—The Critical Role of Securities Inter-

mediaries 
Attempts at utilizing technology to make processes more efficient, in this case the 

market for seed and early-stage capital, are not new. In the early 1990s, as the 
world was for the first time coming online, ‘‘disintermediation’’ was the mantra . . . 
technology would cut out the middle-man. In the case of the market for early-stage 
capital, however, it did not. 

In 1997, the Small Business Administration’s Office of Advocacy, working in con-
sultation with the Securities and Exchange Commission, the North American Secu-
rities Administrators Association, and the University of New Hampshire’s 
Whittemore School of Business and Economics, launched the Angel-Capital Elec-
tronic Network, more commonly known as ‘‘ACE-Net.’’ 4 It was an Internet-based 
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not contingent on the completion of any transactions), did not hold themselves out as providing 
securities-related services other than operating ACE-Net. 

After several years, the Office of Advocacy transferred ACE-Net to a nonprofit organization 
in an attempt to ‘‘privatize’’ it. My law partner, Lee Petillon, served as counsel pro bono to the 
nonprofit organization, and we worked closely with Terry E. Bibbens, Entrepreneur in Residence 
in the Office of Advocacy, U.S. Small Business Administration, who was instrumental in ACE- 
Net’s formation and continued to work pro bono to create a viable Internet securities inter-
mediary. 

5 Recommendations to purchase securities are, and should, be regulated. The staff of the SEC 
rejected an ACE-Net proposal to permit it to highlight to potential investors those offerings in 
which a venture fund or organized Angel group participated. The SEC staff deemed such activity 
constituted investment advice that was beyond the scope of the staff’s no-action letter, in which 
the staff agreed not to take Enforcement action against ACE-Net for not registering as a broker- 
dealer. 

matching service for accredited investors and entrepreneurs seeking up to $1 million 
in seed funding. The network was to be operated by local nonprofit entities and uni-
versities. 

Although ACE-Net provided a mechanism through which entrepreneurs could con-
duct a general solicitation of their offering, ACE-Net was not successful, in part, be-
cause sophisticated investors simply did not identify investment candidates by 
searching companies at random over the ACE-Net portal. Without an active connec-
tion between entrepreneurs and the investment community, deals did not get done. 

Although, today, many more people are connected through social media, a passive 
portal, or even several of them, through which an investor may access potentially 
hundreds of investment opportunities, may not be the catalyst to spur seed-round 
capital formation. The old adage that securities are sold . . . rarely are they pur-
chased, especially by nonprofessional investors . . . was as true in 1997, as it was 
in 1933, and as it likely is today. 

We learned that more sophisticated individual investors invest when the invest-
ment has, in some sense, been validated. Although this validation may come in the 
form of participation in the offering by recognized investors, most often it is based 
on a recommendation from a trusted financial advisor. 5 

In the light of this reality, we realized that the active involvement of securities 
professionals in the capital raising process is critical to capital formation. I believe 
the challenge in adopting new legislation to stimulate early-stage capital formation 
is to maintain effective regulation over those professionals, while not imposing too 
high a regulatory barrier to entry, and to ensure that incentives are not inadvert-
ently created that lead to the formation of unregulated securities markets. 
Lessons Learned From Unregistered Finders—The Potential for Abuse 

Since the enactment of the Securities Act of 1933, the most common exemption 
from the requirement to register the offer and sale of securities with the Securities 
and Exchange Commission is the so-called ‘‘private offering’’ exemption found in 
Section 4(2) of the Act. The hallmark of the private offering is that a general solici-
tation of securities is prohibited. One method for the issuer to satisfy this require-
ment is for the issuer to show that it had a preexisting relationship with the inves-
tor. Although the staff has stated that this is not exclusive, neither it nor the courts 
have defined clear boundaries around the general solicitation issue. 

However, in recognition of the importance of securities intermediaries to facilitate 
private offerings, since the 1980s, the Commission staff has made clear through its 
no-action letters, that issuers may engage a registered broker-dealer as placement 
agent and, in effect, use the registered broker-dealers’ ‘‘preexisting relationships’’ 
with the broker-dealers’ existing customers. 

With one exception, this staff position, however, did not extend to preexisting rela-
tionships between investors and ‘‘finders,’’ who are nonregistered securities inter-
mediaries. The exception was for the unusual facts in the case of the entertainer 
Paul Anka. Anka, who obtained a commission for providing names of certain of his 
acquaintances to an issuer, obtained a no-action letter, as he clearly was not in the 
business of effecting securities transactions, and this was viewed by the staff as a 
one-time occurrence. Unfortunately, many incorrectly interpreted the Paul Anka no- 
action letter and relied upon it to create the so-called ‘‘finders’’ exception to the 
broker-dealer registration requirement. 

As a result, in Southern California, as well as in other places around the country, 
‘‘boiler rooms’’ emerged . . . a class of unregulated securities salespersons who 
worked to develop relationships with individuals, many of whom were at home and 
retired. Although oftentimes the individual solicited appeared on a list of purport-
edly ‘‘prequalified’’ investors, in most cases investors were solicited by telephonic 
cold-calls. 
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6 Last year, the Commission staff issued a no-action letter, Brumberg, Mackey & Wall, P.L.C. 
(May 17, 2010), stating that, ‘‘A person’s receipt of transaction-based compensation in connection 
with [securities sales] activities is a hallmark of broker-dealer activity.’’ 

Eventually, the experienced unlicensed salesperson, indeed, developed ‘‘pre-
existing’’ relationships with these investors, as many of the investors serially in-
vested in deals offered by the salesperson. For the unlicensed securities inter-
mediary, this investor pool served as the wellspring for unregistered intermediaries 
who continued to tap it, and generate hundreds of millions of dollars in commis-
sions, throughout the Internet boom and beyond. 6 
The Crowdfunding Bills (S. 1791 and S. 1970) 

I fully support the intent behind the crowdfunding bills. However, I share Pro-
fessor Coffee’s concerns that unregistered salespersons may abuse the broker-dealer 
registration exemption set forth in Section 7 of the bill. Unregistered salespersons 
of the sort that I described will, with little effort, satisfy the requirements for the 
exemption in Section 7 of S. 1791. 

On the other hand, S. 1970, adopts a regulatory regime for intermediaries that 
requires them either to elect to register with the Commission as a broker-dealer or 
as a newly defined ‘‘funding portal,’’ subject to several definitional proscriptions. 

S. 1970 appropriately limits the scope of permissible activity of a funding portal 
by prohibiting it from: 

• offering investment advice or recommendations; 
• soliciting purchases, sales, or offers to buy the securities offered or displayed 

on its Web site or portal; and 
• compensating employees, agents, or other third parties for such solicitation or 

based on the sale of securities displayed or references on its Web site or portal. 
S. 1970 also provides reasonable limits on maximum individual investment limits. 

By including an aggregate limit applicable to all crowdfunded investments, in addi-
tion to dollar investment limits per company, S. 1970 addresses a concern known 
as ‘‘stacking,’’ whereby an individual investor invests in successive offerings but 
manages to satisfy the requirements of each individual offering. 

Finally, the $1 million exemption limit under S. 1970 may be adjusted by the 
Commission to reflect the annual change in the Consumer Price Index for All Urban 
Consumers published by the Bureau of Labor Statistics. If the Commission were 
permitted by rule to increase the exemption limit, the exemption, if successful for 
seed offerings up to $1 million, could be scaled to cover an even greater portion of 
the funding gap. 

In summary, S. 1970 balances the need to facilitate access to critical seed capital 
with important investor safeguards. 
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ADDITIONAL MATERIAL SUPPLIED FOR THE RECORD 

STATE ENFORCEMENT ACTIONS CONCERNING SECURITIES FRAUD, 
CAPITAL FORMATION, AND INTERNET OFFERINGS FROM NASSA, 
SUBMITTED BY CHAIRMAN JACK REED 
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Illinois; Chris Zander. Zander's Old Town Brewery. Inc .. et al. (No. 0900470) 
Order of Prohibition: 
It ttp:11 www.cyberdriveillinois.com/d epa rtm ents Isecuri ti es I ad min i s tra ti ve acti on s 120 1 ° 
lanrillchristzander op.pdf 

Illinois securities regulators took acti on in 2010 to prohib it fraud in the offer of securities 
when they ordered Chris and Amy Zander to stop sell ing securities through a third-party 
website. The Zanders began soli citing investments in their start·up brew pub on a website 
dedicated to providing a marketplace to buy and se ll used brewing equipment, list job 
openings and li st investment opportuni ti es. The Zanders made false claims about thei r 
existing capitalization and bank backing to raise S50,000 from an Illinois resident who 
never received a return or his principal. 

Indiana; State of Indiana v. Wanda Robertson (41p03·0905·FC-00017) 
News release: http'llwwwjngoy/soS/3557htm 

In Indiana, Wanda Robertson pleaded guilty to three felonies, including securities fraud, 
when she illegally solicited investors through Craigslist by offering limited pa rtner 
ownership interests in her company, The Real Estate Paper Chase. The company, using 
lines of credit obtained in investors' names, was supposed to invest in real estate at the 
di rection of Robe rtson. Instead, she used the li nes of credit for personal expenses and 
three investors lost approximately $170,000. Robertson was ordered to pay resti tution to 
her victims. 

Kansas: State arKansas v. Donald G Atteberry £05CR01317) 
News release: 
http'llwwwksckS goy/archjyes/39/Donald%20G %20Atteberr:,y%20Shawoee%20Couoty 
%20Yete[jna [jan %20DQnald%20Attebe[ry %20Guj1ty%20of%20Secu [j tjes%20Fra l! d pdf 

Kansas securities regulators sent Donald G Atteberry to prison for 86 months after he 
solicited more than $1,300,000.00 from eight Kansas residents for a fictitious ca ttle embryo 
transfer program. The investigation into Atteberry, a licensed veterinarian, fa iled to find 
any evidence that the embryo transfer program ever ex isted. Atteberry used short term 
promissory notes to encourage investors to capitalize his program, and then used those 
funds as Ponzi payments to other investors and for his own personal expenses. Atteberry 
pleaded guilty to 36 fe lony counts of securities violations. 
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Kentucky' Justjn Thad Tinsley (2008-4H-282) 

News release: 
http://kfi.ky .gov /legal I Secu ri ties%20 E nfo rcem en t%20 Action s I ! usti n %20Thad% 20Ti ns Ie 
y%20042408.pdf 

The Kentucky Department of Financial Institutions entered an order to cease and desist 
against Justin Tinsley who had solicited investors through Craigslist to invest in his website 
business. Tinsley initially represented he would pay 35% interest but then later offered to 
pay 100% interest after his initial solicitation failed to attract any investo rs. The 
immediate action of Kentucky securities regulators prevented investor losses. 

Maine; Maine v. Murphy (CR·09· 142) 
Indictment: http://www.maine.gov Itools/whatsnew lattach.php?id:: 7 5153&an:: 1 

A Maine jury convicted Eric S. Murphy, Jf. in 2010 on four counts, including securities fraud, 
in connection with an investment scam he ran in conjunction with his residential 
construction loan business. Murphy, a former mortgage loan broker whose li cense was 
revoked by the Maine Bureau of Cons umer Credit Protection in April 2009, took 
approximately $450,000 from 4 investors under false pretenses from October 2006 to April 
2008. Instead of using investor proceeds to fund mortgage loans for consumers as 
promised, Murphy used the bulk of the proceeds fo r his own business and personal 
purposes. Murphy was sentenced to 9 years of imprisonment and ordered to pay 
restitution to his victims in the amount of$358,000. 

Massachusetts' Geoffrey Ejten et aJ £2006-0056) 

Massachusetts regulators are pursuing an action against a Dover man in an alleged $4.5 
mill ion "pump and dump" scheme. Geoffery Eiten operated various companies where he 
acted as a "finder" who brokered securities sales without being properly registered. The 
Massachusetts Securities Division took action against Eiten's intricate network of entities 
and straw accounts that used newsletters, articles on investor webs ites and blast emails to 
publicly promote certain stocks at the same time he was allegedly selling them for his own 
account. Eiten allegedly didn't disclose conflicts or his personal trading activities. 
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Mississippi: Steadivest Development. et at. (S·09·0tB7) 
C&D Order: 
http'llwwwsoS ms gov/ljnks/sec char/final orders and agreements/seC!!rjtjes/Steadjves 
t%20Summary%20Cease%20and%20Desjst%20Qrder%20S.09.0187 pdf 

A group of purported real estate and consumer finanCing companies operating in 
Mississippi raised more than $1.5 million before it was revealed as a Ponzi scheme and 
stopped by the Mississippi Secretary of State's office. The 2009 action found that the 
Steadivest companies' capital drive was plagued by misleading offering documents, 
commingled investor funds, failure to comply with promised escrow procedures, 
unavailable financial records, and misuse of investor funds. 

Missouri; Owen Hawkins and Petro America (Missouri AP·OB·26) 
DOj news release: http'llwwwjustjcegoy/llsao/mow/newsZOll/hawkjns jnd2 html 
Missouri final order: http://www.sos.mo.gov/securities/orders/AP-08·26a.asp 

Owen Hawkins and several Kansas City·area clergymen who formed a "Ministers Alliance" 
were indicted in 2011 for their role in a $7.2 million securities fraud that victimized 
thousands across the United States. Hawkins and his co·conspirators promoted Petro 
America Corporation through inner-city churches and the Internet, and boasted that it was 
a $284 billion company with assets in the oil, precious metals, real estate and 
entertainment sectors. The dubious claims made by Hawkins and other indicted promoters 
on Petro's website and in emails were the basis of alleged misleading statements and 
omissions that led to actions by the Missouri Securities Division, the Office of the Kansas 
Securities Commissioner and the U.S. Department of justice. Three ministers have pleaded 
guilty in the matter. 

New Jersey' foreyerGreen Enternrises Inc (Summary Orderl 
News release: http://www.nj.gov/oag/newsreleasesll/pr20111130a.html 

A purported alternative energy company operated out of two New jersey homes was the 
subject of a $400,000 civil penalty in a November 2011 investor fraud case brought by the 
New jersey Bureau of Securities. The firm's founder, Michael D. Kelly sold unregistered 
securities, made false statements and committed fraud when he raised approximately 
5S76,000 for his purported business of deriving fuel and energy resources from industrial, 
chemical and medical wastes. The Bureau found that Kelly diverted SS% of investor funds 
to his personal bank account while promising that his company would go public in the near 
future and generate high rates of return. In 2009 Kelly offered to repurchase the securities 
from his investors, but failed to follow through and make the repurchases. 
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North Carolina; MobUe Bjllboards of Amerjca. Inc. (o3 ·01 7·CC) 

SEC Information: http'llwwwsec goV/d;V;S;oos/enforce/c!a;ms/moh jlehjllboards htm 

North Carolina securities regulators and the U.S. Securities & Exchange Commission 
brought actions in a $70 million lease·back scheme sold to over 900 investors nationwide, 
many of whom were elderly. Investors were sold interests in mobile billboards and 
suffered substantial losses, while commissions ranging as high as 27% went to insurance 
agents not licensed to sell securities, or licensed brokers selling away from their firms. 
Investors were provided false statements about the business, and were told their biggest 
concern should be how the mail truck was going to deliver their returns. Six individuals 
were eventually indicted, convicted and sentenced to Federal prison in 2008, and the North 
Carolina Securities Division issued cease and desist orders against 33 individuals selling 
the offering. 

Oregon; Krjstopher K. Keeney (5-11 ·0073) 

Final Order: http://www.dfcs.oregon.gov /securities/enf /orders/S·l1-0073.pdf 

A Portland, Oregon man was fined $345,000 in civil penalties for promoting an online 
pyramid scheme in August 2011. Kristopher K. Keeney solicited investors for InC, or uI 
need Cash," through advertisements on various web sites. In Keeney's pyramid scheme, 
investors paid $275 for one spot on a matrix and then were required to recruit others to fi ll 
a total of seven spots. Once the matrix was fil led, the investor would receive a return of 
$825, of which $275 was automatically reinvested into a new matrix. Keeney collected at 
least $95,000 from people throughout the country who wanted to "join" the club and then 
used participants' funds for his own purposes instead of returning them to investors as 
promised. The Oregon Department of Consumer and Business Services found that Keeney, 
who had previously ran afoul of the law in a charities scheme, violated several securities 
laws, such as selling unregistered securities and ma king untrue statements that no investor 
would lose money. 

South Carolina; Marc Hubbard. et at (File No. 09034) 

C&D Order: 
h up: / /www.scag.gov/securities/secu ritiesorders/marchub ba rda n ds po rtsd imen sio n s.pdf 

The South Carolina Securities Division took enforcement action against the president and 
CEO of a company "specializing in the concert business" and which sought to ra ise capital 
through mailings in South Carolina, Nevada and Arizona. The CEO, Marc Hubbard, also 
operated a website that provided offering documen ts which claimed, among other things, 
that all investor funds, exchanged for "guaranteed" promissory notes, would be used to 
book majo r North American tou rs. The offering documents were riddled with 
inconsistencies and failed to disclose prior state securities regulators' actions in California, 
Nevada and North Carolina. Hubbard soli cited $1.8 million in investments, but later 
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defaulted on the notes. declared bankruptcy. and had $750.000 in federal tax liens filed 
against his company. 
Texas ' Waf[ Inyestment Groll" I.I,( e t aJ rENE·' 0.CpO.1693) 

News release: http'llwwwssb state tx us/News/Press Release!Ol·07·11 press php 

A Texas judge issued a January 2011 Temporary Restraining Order against Austin-based 
firms that allegedly sold illegal investments in violation of a Cease and Desist Order issued 
by the Texas State Securities Board. The actions alleged that the Warr companies and CEO 
Jim Warr defrauded the public through illegal and deceptive sales of unregis tered 
securities in real estate investment programs. Using virtually every type of Internet 
advertiSing ava ilable, including ma intenance of several webs ites, carrying advertisements 
for the investments on Craigslist, offering free eBooks to potential in vestors, hosting 
webinars, and soliciti ng employees online, Wa rr allegedly guaranteed 8% annual returns 
and that the real estate in vestments were safe and secure. The suit alleges that Warr 
misused and misapplied investor funds to pay commissions to unregistered sa les agents 
and to pay for a 2008 Mercedes Benz and other items unrelated to the investment progra m. 

"tah· Michael fitzgerald (Sp.OS.0010l 
Consent Order (Fi tzgerald) : hnp)/secucjtjes utah goy/dockets/OSOOJ 001 pdf 
Consent Order (Rawlinson): http' llwwwsecuritiesutah goy/dockets/07008301 pdf 

Utah officials bro ught multiple actions involving the securities fraud perpetrated by 
Michael Fitzgerald, who was ultimately ordered to pay 520 million in restitution for a real 
estate fraud scheme that victimized nearly 300 in vestors. Fitzgerald employed abo ut a 
dozen unlicensed agents who sold promissory notes to fu nd California real estate 
developments while using misleading statements and omi tting key facts. Utah securities 
regulators brought actions against several of the salesmen, including Douglas Rawlinson, 
Fitlgerald's bookkeeper who also sold his securities and was fined and ordered to pay 
restitution. 

virginia" 'uUus Eyerett "Bud" Johnson (SEC.2009. 00075) 

DOJ News Release: 
http://www.j ustice.gov l usao Ivael news/20 11 107 12011 0719BudJohnsonnr.html 

In 2011, the Virginia Sta te Corporation Commission entered judgments against Julius 
Everett "Bud" Joh nson and companies he controlled for fraudu lently raising over 511 
mi llion for investment capital for start·ups and on'going enterprises from 160 investors 
primarily in Virginia and North Carolina. Johnson owned at least ten businesses and told 
investors that their fu nds wo uld be used to directly capitalize specific companies, wh ich 
would generate the promised returns on investment. Instead, a significant portion of the 
invested funds was used to repay other investors and to cover operating costs for 
unrelated businesses. In April 2011, Johnson pleaded guilty and was sentenced in Ju ly to 
97 months in prison. 
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Washington: Michael D. Sellers. et aJ. !S-1l-057B-ll-FOOll; and Columbia City 
Cinema. Inc .. et aJ. !S-lO-4Z4-11-FOOll 
Final Order (Sellers): http-!idfi wa goyisdiordersis-ll-057B-J Ho01 pdf 
Final Order (Columbia City Cinemas): http'lldO wa cov Isd {orders/s-1 0·424·] 1·(001 pdf 

On October 6, 2011, the Washington Securities Division entered a Final Order against 
Michael D. Sellers, Robert Keskemety and companies they controlled for raising at least 
$87,250 from Wash ington residents through the sale of unregistered interests in film 
production and distribution companies. Sellers and Keskemety were also charged with 
violating Washington's anti-fraud laws. 

In a sim ilar case, on August 22, 20 11, the Washington Securities Divisio n entered a Final 
Order against Columbia City Cinema, Inc. and Paul Doyle for making securities offerings 
that were incomplete and contained statements which were false or mis leading. Columbia 
City Cinema operated a 3-screen neighborhood cinema showing first-run movies in Seattle, 
but in offering securities on its website and through the media, failed to adequately 
describe the risks involved in investing in the company. 
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STATEMENT SUBMITTED BY JEFF LYNN, CHIEF EXECUTIVE OFFICER, 
SEEDRS 
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8Seedrs 
JeIT Lynn 
Chief Executive Officer 

Tel. +44 (0)20 8528 1444 
Mob. +44 (0)7980 490331 
E-mail: jeff.lynn@seedrs.com 

Senator Jack Reed, Chairman 
Senator Mike Crapo, Ranking Member 

December 13, 2011 

Subcommittee on Securities, Insurance and Investment 
U.S. Senate Committee on Banking. Housing & Urban Affairs 
728 Halt Senate Office Building 
United States Senate 
Washington, D.C. 20510 
United States of America 

Re: Hearing Qn kExamj!ljng Investor Rjsks in Capita l Rajsjng" 

Dear Chairman Reed and Ranking Member Crapo: 

88 Wood Street 
London EC2V 7RS 

United Kingdom 

http://www.seecirs.com 

I am honored to make this submission in connection with tomorrow's hearing on kExamining 
Investor Risks in Capital Raising", and I wish for it to be included as part of the hearing's record. 
This submission relates in particular to crowdfunding. which is the subject of at least two bills 
currently before the Senate Banking Committee (S. 1791 and S. 1970). 

Backgro und 

I am the Chief Executive Officer and a co-founder of Seedrs, a fOlthcoming equity crowdfunding 
platform based in London . 

My background is as a U.S. securities and corporate lawyer. I received my J.D. from the 
University of Virginia School of Law, I am a member of the New York Bar, and I practiced with 
the international law firm of Sullivan & Cromwell LLP from 2004 to 2008 in New York and 
London. DUling my time at Sullivan & Cromwell, I represented industriaL financial services and 
private equity firms on a range of securities, finance, corporate and governance matters. I also 
worked closely with the SEC and Britain's Financial Services Authority (FSA) on a range of 
matters, and I oversaw the periodic editing and updating process for The Sarbanes-Oxley 
Deskbook by Jack Bostelman. 

I left the active practice of law in 2008 in order to pursue a ca reer working with early-stage 
businesses, which I firmly believe will be the greatest source of wealth and job creation, as well 

Seedrs Limited is a limited company, registered in England and Wales (No. 06B4B016), with registered office al 
BB Wood Street, London EC2V 7RS. 
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as innovation, in the years to come. As part of my career transiti on, I enrolled in the MBA 
program at Said Business School at the University of Oxford, where I met my co-founder, Carlos 
Silva, and began working on what has become Seedrs. 

Seedrs is an equity crowdfunding platform that will allow entrepreneurs to raise up to £100,000 
in equity capital from friends, family, communi ty members and the "crowds". In short, the 
Seedrs process operates as follows: 

Entrepreneurs disclose infor mation about their businesses, which we review and 
approve, as well as the amount of money the businesses are seeking to raise in exchange 
for how much equity, all via our website. 

Investors review businesses' information, decide wh ich ones they wa nt to invest in and 
how much, and purchase equity interests in the businesses they choose by t ransferring 
funds and signing electroni c docum entation, all via our website. 

We aggregate multiple small investments in each busin ess into one large one, and once a 
business has received the full amount it is seeking. conduct legal due diligence and 
execute the share purchase thro ugh a special-purpose vehicle. 

Entrepreneurs access a powerful network of mentors and other support once they've 
been funded, all whil e limiting their administrative burdens by allow ing them to interact 
with only one legal shareholder. 

Investors stay informed about and in volved in the businesses as they develop foll owing 
investment, and they receive payment of dividends and proceeds from sale. 

Seedrs has appli ed for authorisation by the FSA, which is a necessary precursor to launching the 
platform. We hope to be authorised within the next few months, and assuming that we are, we 
plan to launch the platform in the UK in early- to mi d-201 2, with the aim of rolling out through 
the rest of the European Uni on in 2013. We are backed by a group of angel investors from both 
Bri ta in and the United States. 

In September I testifi ed before a subcommittee of the House Committee on Oversight & 
Government Reform to share insights from our experiences in building Seed rs, and in pa rticular 
the lessons we have learn ed in designing a platform that is economi cally viable while 
mai nta ining the highest levels of protection for investors. I'd like to use this submission to share 
some of these insights with you and the other honorable members of this Subcommittee. 

Equity crowdfun ding has t remendous potential to help entrepreneurs buil d great businesses, 
create vast numbers of new jobs and provide a substantial boost to the economy. However, this 
form of finance needs to be implemented very carefull y in order to ensure that investors are 
protected and, concomitantly, that the integrity of the market is maintained. If in vestors fail to 
be t reated fairly when investing through crowdfunding platforms, they will avoid investing at 
all, and the potential value of equity crowdfunding will fail to be realized. 

The current legislative proposals to permit equity crowdfund ing in the United States, while a 
good sta rt, do not go fa r enough to protect investors and the market. Both H.R. 2930 (whi ch was 
passed by the House six weeks ago) and S. 1791 address key discl osu re issues but, in exempting 
platforms from regulation and having no regard fo r the structuring and post-investment 
processes, they fa il to refl ect important reali ties of how equity crowd funding works-and needs 

Seedrs Limited is a limited company. registered in England and Wales (No. 06848016j. with registered offi ce at 
88 Wood Street, London EC2V 7RS. 
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to work-in practice. S. 1970 appears to represent an improvement with respect to the 
regulation issue, but there are still important concerns on how investments are completed and 
then handled fo ll owing completion. 

Set forth below is a detailed explanation of where I believe S. 1791 and H.R. 2930 fall short- as 
well as the outstanding issue in S. 1970-and what needs to be in place for an equity 
crowdfunding regim e to function properly. 

I .ark Of Bemllatjoo of platforms 

S. 1791, like H.R. 2930, specifically exempts equity crowdfunding platforms from broker-dealer 
requirements. The desire not to impose substantial compliance costs on platforms that are 
facili tating such small transactions is a sensible one, but I think the absence of any form of 
regulatory supervision at all is dangerous for two reasons. 

Fi rst, it will invite a lot of fly-by-n ight operations into the market, and even if they are not 
behaving in a fraudulent way, their lack of systems and controls will mean that money gets 
misplaced and transactions fall apart. This, in turn, will lead to the whole crowdfunding space 
appearing amateurish and a general loss of confidence in the market. I would note that the main 
area of focus in the FSA's review of Seed rs has been on our systems and controls (as it would be 
for any FSA applicantJ-rather than the substance of the bus iness-because they appreciate 
that if core operations were not up to appropriate sta ndards, the risk to investors and the 
market in general is potentially massive. ! thi nk that similar concerns would apply in the United 
States. and that some form of oversight by the SEC or by FINRA could help alleviate them. 

Conversely, a lack of regulatory approval makes it more difficult for those platforms that do 
have strong systems and controls to stand out and attract in vestors. We hear repeatedly from 
potential Seedrs users that the fact that we will be FSA-authorised prior to launch is critica l to 
thei r decision to use us; meanwhile, the several UK and European platforms that have 
structured themselves so as to avoid regulation have struggled to persuade the market that they 
are legitimate operations. For crowdfunding to be an effective source of capital for 
entrepreneurs, it will be important that people actually start investing through the well -run 
platforms, and in the absence of any form of regulation, many investors will be significantly 
more hesitant to do so. 

If lawmakers are serious about equity crowdfunding becomin g a viable method of capital
raising for new businesses-and therefore job creati on for the economy-some sort of 
supervision is absolutely essential. While I do not have a view on exactly what the regulatory 
framework should look like, ! am encouraged by the concept of a "funding portal" introduced by 
S. 1970. Based on our experi ences in Britain, I am confident that it is possible to design a form of 
registration and supervision that results in crowdfunding platforms being monitored effectively 
while not faCing undue compliance burdens. A new, lighter -touch version of broker-dealer 
registration-which is what the funding portal concept appears to be aiming at-has the 
potential to strike this ba lance. 

I .ark Of Stn1ct\lr jng and post-Inyestment Beqllj cements for platforms 

The other key concern relates to crowdfunding platforms' roles in structurin g investments and 
managing them post-completion. Neither S. 1791, S. 1970 nor H.R. 2930 address this issue, and I 
think it is probably the most important consideration in adoptin g a crowdfundi ng regime. The 
issue is a s lightly complex one, so for ease of read ing I have broken this section into several 
parts. 
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Investing in the Shares ofSmal!, Private Businesses 

As a threshol d point, the equity of startups and other small businesses is a strange beast. 
Economically it tends to be very straightforward-returns are broadly binary, liabili ty is limited 
to purchase price and value is generally driven by the company's core performance rather tha n 
the vagaries of speculation or complex mathematics-which is a large part of the reason why it 
is sensible to allow ordinary investors to allocate their capital to it. Legally, however, it can be 
very complicated (and is very different from purchasing shares of a publicly-traded company): 
the failure to structure an investment properly, and then to take appropriate sha reholder 
actions post-investment, can mean that investors never manage to realise the value that the 
equity should have had . 

To give just three examples of the many types of legal issues that arise: 

1. What if the company in which the investment is made is not actually the legal entit;y that 
controls the business and its key assets? ror example, the founders may have developed 
the intellectual property before the company was incorporated and then failed to assign 
it to the company, meaning that they retain a personal claim on it. Or, in a more 
dishonest case, the fo unders could just set up a shell company to receive the investment 
while actively co nducting business through another company. 

2. How do you ensure that investors are getting the amount of equity they have expected? On 
Seedrs, and presumably most future equity crowdfunding platfo rms, the business 
declares how much capital it is seeking and what percentage of its equity it is offering 
(or, conceivably, there is an open-price auction process that fixes the percentage of 
equity). When the company issues i t~ shares to the investors, someone needs to make 
sure that the number of shares issued relative to the number of shares outstanding 
reflects the agreed percentage: if the company says it is offering 10% of its equity and 
issues 100 shares on the bas is that 1,000 are outstanding. but actually the fo unders and 
their friends have previously been issued 1,000,000 shares, that is a serious problem for 
the new investors. 

3. Following completion of the investment, what happens when individual shareholder action 
is required? [n publicly-traded (and larger private) companies, this does not come up 
because all corporate actions are authorised either by the board or by a shareholder 
vote, but in early-stage companies there are times when the Signature or approval of 
every shareholder is required, and the failu re to take that action would have a 
prejudicial effect on th e company. This issue arises most often where a later-stage 
investor conditions its investment on the modification of certain terms of previous 
investors' agreements: if one shareholder fails to Sign-even if only because he or she 
could not be tracked down or failed to act quickly enough-the subsequent financing 
might fall apart, which could in turn hurt the long-term value of the investors' shares. 

These are the sorts of issues that venture capitalists, angels and other early-stage investors 
address through a combination of legal due diligence, provisions in the subscription agreement 
and monitoring and enforci ng rights post-in vestment. 

What This Means for Crowd funding 

By its nature, crowdfunding is intended to be an exercise in mass participation, with no one 
central investor-like a venture capitalist or angel-pulling all the strings. That 's great for the 
process of making investment decisions, as the wisdom of the crowds is likely to make better 
choices than a few professional investors. But when it comes to the details of structuring a legal 
transaction or enforcing shareholder rights, the crowds are much less likely to be able to act 
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effectively. Due diligence will not be performed, appropriate terms will not be included in the 
subscription agreement, and no one will be in charge of monitoring the investment after it is 
completed. 

This will be a problem when it causes an investee company to fail (such as because consents 
could not be gathered to complete a subsequent round of financing), but the risk to investors is 
actually much more substantial if the startup succeeds. Everyone knows that many businesses 
will not work out and therefore not return investo rs' capital, but if the busin ess succeeds and 
investors do not participate in that success because of a lapse in structuring or management, 
that will be a very serious problem for the market. We have seen the bitterness of the li tigation 
between the Winkl evoss brothers and Facebook, and that was a case where the plaintiffs did not 
even think they had made a fo rmal investment Oust that they had contributed informal IP). One 
can only imagine what will happen if the "next Facebook" gets its initial fund ing through a 
crowd funding platform but the investors fa il to beneflt. 

[t is this usuccess risk"-the risk that a startup becomes hugely successful. but due to lack of 
proper due diligence. structuring or enforcement the crowdfunding investors fail to participate 
in the success-that has the potential to cause the most harm to investors. There has been much 
discuss ion in connection with the current legislative proposals around how much investors 
should be allowed to in vest: S. 1791 set a lower ca p than H.R. 2930. and S. 1970 has a lower cap 
still (except fo r wealthier investors). But the amount ofthe ca p. wherever it is set, will pale in 
comparison to the amount lost by an investor if a business succeeds but the investment was 
improperly structured or failed to be monitored. If success risk materi alized, the loss to any 
given investor is almost unlimited and could easily run into millions of dollars. 

The Role of the Platform 

There seems to have been an assumption by many of the participants in this debate that the 
existing non-equity crowdfunding platforms, such as Kickstarter and IndieGoGo, should prov ide 
the model for equity crowdfunding. On these platforms, people raising money promise non 
monetary urewards"-such as a souvenir poster or fil m credit-to their backers, and it is the 
reci pients of funding who are responsible for delivering those rewards without any involvement 
from the platform. It appears that some peop le thin k that equity crowdfunding will wo rk the 
same way-startups will just put share certificates in the mail after receiving the money-and 
that the platform would have a similarly hands-off role. 

Given the issues discussed ahove (and the fact that they do not apply in the context of posters or 
film credits), this assumption is a very problematic one. For equity crowdfunding to work. there 
needs to be some central party performing due diligence. s tructuring the transaction and 
monitoring and enforcing shareholder rights post-complet ion, and the only clear candidate for 
that role is the crowdfundi ng platform itself. This is the role that Seedrs will play, and it's the 
role that any other platform needs to play if the investors who use it are to be protected. The 
platform need not take nearly as hand-on a role as a venture capitalist might-there is no need 
for it to take a board seat, conduct technical due diligence or be involved in the investment 
decision-but the core "mechanical" aspects of making and managing the investment must be 
part of the platform's job. 

Implications for Current Legislative Proposals 

S. 179 1, S. 1970 an d H.R. 2930 pose two problems with respect to these issues. First. none of 
them require crowdfunding platforms to take any sort of role in making and managing t he 
investment. Perhaps part of becoming a fund ing portal, as proposed by S. 1970. would involve 
taking on these responsibili ties, but it seems to me worthwhile to enshrine that crucial aspect of 
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a crowdfunding platform's job in legislation. S. 1791 and H.R. 2930, meanwhile, appear not even 
to open the door to requiring thi s sort of action by the platform. 

The second problem is the bigger one: not only do these legislative proposals not require the 
platfonn to be involved in due diligence, structuring or post-investment management, but their 
effect may even be to prohibit it-or at least the post-investment components of it. The main 
way in which a crowdfunding platform would be able to manage an investment post-completion 
would be to hold the shares of the startup on the underlying investors' behalf, either through a 
special-purpose vehicle (SPY) or through a nominee structure. These passthrough 
arrangements are very straightforward mechanisms for allowing investors to have full 
economic interest in their investment while one manager is able to take action on their behalf. 
Howeve r, under the Investment Company Act of 1940 (the "1940 Act"), it is highly likely that 
these arrangements could be deemed "investment companies", a broadly-defined term that 
covers a wide range of collective investment arrangements. If this definition applied, an 
extensive regulatory regime would apply, and the practical effect would be to prevent platforms 
from acting on behalf of investors once the investment has been made. 

There are therefore two sets of changes that, in my view, need to be made to current proposals 
in order to ensure that crowdfunding investors are protected from success risk. First, some level 
of intermediation by the crowdfunding platform should be mandated. And second, the 1940 Act 
should be amended in order to exempt nominee and SPY arrangements that crowdfunding 
platfonns would use in order to manage investments following completion. 

Couch!sjou 

It is very encouraging that Congress is looking to tackle the impOltant challenges of capital 
raising by early-stage businesses. While this is an area of the capital markets that tends to be off 
of many people's radars, it is crucial to the economy that more job- and value-creating 
businesses find the initial capital they need to get off the ground. I have long been a believer that 
equity crowdfunding has an important role to play, and that at the same time it provides a 
valuable oppOltunity to investors. However, it is vital that the legal and regulatory system 
around equity crowdfunding be the right one, and that while it not be so burdensome as to 
make crowdfunding economically impracticable, sufficient oversight and investor protections 
are maintained for the sake of the integrity and success of the whole market. 

I hope you find the foregoing useful. I would be very happy to clarify or amplify any of these 
comments at any time. 

Yours Sincerely, 

Jeff Lynn 
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